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Coming—A very popular article of several 
years ago dealt with the tax problem of 


Mr. Henry Schneider, author of 
that article, has been following this subject 
for the past two years, and his up-to-date 


aliens. 


article “Aliens and the United States 
Income Tax"' will appear next month. 


A very technical section of the law is 
Section 674(a), which deals with grantor's 
power of disposition. We have an article 
scheduled for next month which will show 
you how the courts will interpret the words 


“power of disposition'' in taxing the 


grantor as the owner of a particular trust. 
The author is Ernest E. Monrad of Boston. 


Mr. George Prisamt has converted a 
doctoral dissertation on the subject of the 
disposal of depreciated corporate assets 
into an excellent and exhaustive treatise 
on this newsworthy subject. 
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Administrative... 


FEDERAL 
TAXES 


Suppose A HUSBAND, when divorced, 
agrees to make payments to his former wife’s mother—his former 
mother-in-law. Who is to pay income tax on them? As long as 
the wife has an obligation to support her mother and as long as 
the payments are made on behalf of the wife, the wife must pay 
a tax on them.—Lehman v. Commissioner, 56-2 ustc J 9733 (CA-2). 


Women AND LIQUOR turn a “business 
club” into a “social club” and thereby defeat a claim for refund 
of tax on dues and initiation fees of members.—/nsurance Club 


of Dallas v. U. S., 56-2 ustc J 9735 (DC Tex.). 


ReEGuLATIONS are coming out of Wash- 
ington like cards from an IBM sorter. Issued as proposed regu- 
lations: income and deductions of decedents; gift and inheritance 
exclusions from gross income; interest on state bonds; improve- 
ments on taxes paid by the lessee; recovery of bad debts; armed 
forces pay; Red Cross sports program; income on state and 
municipalities; contributions to capital; meals and lodging fur- 
nished the employee; police allowances and foreign tax credit. 
Other regulations have been “proposed”: under Code Sections 
161 and 162, trade or business deductions; under Sections 1341 
and 1342, computation of tax where the taxpayer restores or 
recovers a substantial amount held under a claim of right ; Section 
1346, recovery of unconstitutional federal taxes; and under Sec- 
tion 1347, claims against the United States involving the acquisi- 
tion of property. 


THE QUESTION in the Gramm case is that 
of an operating loss. The Gramm Corporation was the owner of 
50 per cent of the stock of another company which could not 
be operated at a profit. The remainder of the stock was purchased 
and immediately the bought-out corporation was liquidated. Ap- 
parently thinking of the 100 per cent ownership of the stock of 
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the liquidated corporation, Gramm, in its return, used the liqui- 
dated company’s operating loss. But it didn’t work. Gramm 
was not the “taxpayer” to which the deduction belonged as 
delineated in the law.—The Gramm Trailer Corporation, CCH 
Dec. 21,813, 26 TC —, No. 84. 


There are cases in which this has been allowed: Stanton 
Brewery, Inc. v. Commissioner, 49-2 ustc § 5941 (CA-2); E & J 
Gallo Winery v. Commissioner, 56-1 ustc $9101 (CA-9); and 
Koppers Company, Inc. v. U. S., 55-2 uste {49,153 (Ct. Cls.). 
In each of these cases the merger was carried out in strict com- 
pliance with state law and the merging corporations were held 
to be a component of the resulting corporation. In the Gramm 
case there was no strict compliance with the Ohio statute relating 
to the merger or consolidation of corporations. 


THE PRESIDENT and vice president of a 
corporation were charged with willfully failing to pay over FICA 
taxes withheld. Under the law, a 100 per cent penalty can be 
asserted against any person who, as officer or employee, is under 
duty to pay the taxes to the government. This Arizona court 
held that the president and vice president of the corporation 
were not the “persons” delineated by the law as responsible for 
payment.—Cushman v. Wood, 56-2 ustc § 9690 (DC Ariz.). 


Ir YOU BUY a piece of property with build- 
ings and must raze the buildings to turn the property to pro- 
ductive use, such as a parking lot, there is no deductible loss. 
The cost of demolition is a cost of building the new asset. What 
causes trouble here is an implication in the regulations that the 
taxpayer, who had no intention at the time of purchase of tearing 
down the old buildings but later does so, is entitled to a loss 
deduction. We had an article on this about a year ago (Bullock, 
“Are We Parked in a Tax Zone?” 33 Taxes 115 (February, 1955)) 
and several bills have been introduced in Congress to allow for 
the deduction, particularly where the old buildings were first 


put to some use, for instance, for rental. See Biscow v. U. S., 
56-2 ustc J 9688 (DC Va.). 


No DEDUCTION this year for next year’s 
expected medical expense. Because the taxpayer’s mother, a 
woman of 80 years, had broken her hip twice within a few 
months’ time, it was a foregone conclusion that she would be 
permanently disabled. The taxpayer then paid the hospital in 
advance for a year’s care and attempted to deduct this amount 
from the current year’s income. The Tax Court would not allow 
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this, holding that the intent of Section 213 is to allow a deduction 
for expenses incurred and paid within the taxable year. The 
taxpayer has a good point because the law says nothing about 
incurred expense—only that the expense be paid. The Tax Court 
fears that if the statute is literally construed, taxpayers who 
can afford to do so will create medical expense deductions by 


paying in advance.—Bassett, CCH Dec. 21,805, 26 TC —, No. 77. 


Ir YOU HAVE SALESMEN for clients, read 
Moorman, CCH Dee. 21,811, 26 TC —, No. 82. Here the salesman 
worked on commission basis. He received advances. He traveled 
continually. He reported as gross income the difference between 
his commissions and his expenses. The court held he should 
report commissions received as gross income, giving the Com- 
missioner an opportunity to examine expenses—which were dis- 
allowed in part. 


THREE LITTLE DAYS—what a difference 
they can make! The separation agreement was dated Febru- 
ary 13; the divorce decree, February 16. To keep within the 
ten-year period of installment payments applicable to alimony, 
the wife contended that the period began with the date of the 
divorce decree. If she could successfully prove this contention, 
the payments would not be taxable to her. The Commissioner 
was on the husband’s side, wanting to count the term from the 
date of the separation agreement. The Tax Court held for the 
wife because the payments recited in the separation agreement, 
dated earlier, were to be made only in the event of a divorce.— 
Neuman, CCH Dee. 21,817, 26 TC —, No. 88. 


He OBJECTED to paying taxes and gave 
most of his money to the “Lonely American Workmen’s Society.” 
Tsk, tsk—just a confused taxpayer, held the Tax Court. Observa- 
tion: It’s a good thing that the Tax Court did not tax him on 
what he thought he was worth, $93,053.62, and did tax him only 
on what he actually earned, $4,445.36.—Bostick, Jr. CCH Dec. 
21,810(M), 15 TCM 742. 


Ir MAY NOT BE TAX NEWS when a 
wrestler falls down the hotel stairs and injures himself, but it is 
tax news when, in his suit for damages, the court orders him to 
produce his income tax returns. The hotel company (defendant) 
wanted to know his earning capacity. Such information was 


important to the determination of the extent of damages.— 
Karlsson v. Wolfson, 56-1 ustc J 9248 (DC Minn.). 
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After considerable wrapping and unwrap- 
ping, trimming and substitution, Congress 
finally delivered its packaged Federal High- 
way and Highway Revenue Acts of 1956 to 
the White House on June 26. The Presi- 
dent signed H. R. 10660 (Public Law 627) 
on June 29. Alert taxpayers swarmed to 
the gas pumps on June 30 to fill their gas 
tanks, since the tax provisions of Title II 
of the bill, the Highway Revenue Act, 
went into effect on July 1. But taxpayers 
will have a long time to consider the added 
expenses they will incur under the program 
to improve the nation’s highways. The 
increased taxes called for will remain in 
effect for 16 years, until July 1, 1972. 


For some time taxpayers will see little 
tangible results from the coins they slip to 
Uncle Sam via gas merchants, tire dealers, 
freight carriers. The 
wheels on ponderous multi- 
billion dollar highway construction program 
will roll are not so easy to activitate as the 
already well-functioning cogs of the internal 
revenue system. Mountains of paper work, 
conferences between federal and state of- 
ficials and contract letting will provide an 
initial inertia. But, once in operation, the 
construction phase of the program will 
make faster time than the taxation phase. 
Congress’ stated goal is to complete con- 
struction in 13 years, by 1969. 

When taxpayers start seeing tangible 
evidence of the program, it will include 
miles upon miles of new and reconditioned 
highways with extra lanes to provide for 
safer travel, more miles of improved ar- 
terials and expressways in urban areas. 


auto agencies and 
which the 


The money received from the new taxes 
will be placed in a special trust fund, from 
which expenditures will be made. Total 


Washington Tax Talk 


President Signs Road Bill . . . 


Social Security Amendments . . . 


Tax Cut Proposal 


Washington Tax Talk 


receipts are expected to amount to about 
$36-37 billion over the 16-year period. 


Most of the new taxes represent increases 
in the rates previously imposed. These in- 
clude an increase from two cents to three 
cents per gallon on gasoline, diesel fuel and 
special motor fuel; an increase from five 
cents to eight cents per pound on tires; and 
an increase from 8 per cent to 10 per cent 
on the manufacturers’ price on trucks, buses 
and truck-trailers (including parts or acces- 
sories sold on, or in connection with, the 
vehicles). Two new taxes, however, are 
imposed. Tread rubber is now subject to 
a three cents per pound levy; and trucks 
and buses must pay an annual use tax as- 
sessed on the basis of a combination of 
the unloaded weight and the maximum 
weight load carried. Where this exceeds 
26,000 pounds, the user pays a tax of $1.50 
for each 1,000 pounds (a truck with a com- 
bined weight of 30,000 pounds would pay 
a tax of $45). Where the combined weight 
is less than 26,000 pounds, no tax is assessed. 

The highway use tax will not be appli- 
cable to city transit buses or to suburban 
commuter buses getting 60 per cent or more 
of their revenue from commuter fares. 
These two types of buses are also eligible 
for a refund of the one-cent additional gaso- 
line tax imposed by the act, the suburban 
commuter buses proportionately to the 
amount that commuter fares bear to their 
total revenue. 

The big bulk of the money to be expended 
under the federal highway program will go 
to construction and improvement of the 
national system of interstate highways, a 
41,000 mile network connecting cities of 
50,000 population or over. Total authorized 
appropriations over the 13-year period for 
this interstate net are $24,900 million, in- 
cluding $175 million previously appropri- 
ated under the Federal-Aid Highway Act 
of 1954. 
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Next largest classification, in terms of 
amounts received, are the federal-aid pri- 
mary and secondary highway systems, and 
their extensions in urban areas. The act 
makes appropriations for an initial three- 
year period for these systems of $1,850 
million, to which may be added the sum of 
$700 million, already appropriated, making 
a total of $2,250 million. 


The big news of course centers around 
the appropriations for the interstate and 
the primary and secondary systems. But the 
act makes provision for increased ex- 
penditures for other road building also. 
Receiving additional funds will be forest 
highways and forest development roads and 
trails, roads and trails in national parks, 
public lands highways, federal domain roads 
and highways in Alaska. Hawaii and 
Puerto Rico will participate under increases 
to the federal-aid primary and secondary 
highway systems; therefore, no special 
provision was made for them. 


State gasoline taxes up total levy—When 
the state taxes are added to the new three- 
cent federal levy, total tax costs on gasoline 
will reach as high as ten cents per gallon. 
Ten states collect seven cents per gallon 
from gasoline sold within their boundaries. 
In the majority of states, motorists will pay 
at least nine cents in taxes per gallon. 
Thirty states, Hawaii and the District of 
Columbia have fixed their gasoline levies 
at six cents or more. Lowest taxes will be 
paid by motorists in Missouri, where the 
state tax is only three cents per gallon. 
The most puzzling rate exists in Oklahoma, 
where the state exacts a toll of 6.58 cents 
per gallon. 

A listing of the various state gasoline 
tax rates is as follows: 

Seven cents per gallon—Alabama, Florida, 
Kentucky, Louisiana, Maine, Mississippi, 
Montana, North Carolina, South Carolina 
and Tennessee. 


Six and five-eighths cents per gallon— 
Oklahoma. 


Six and one-half cents per gallon—dAr- 
kansas, Georgia and Washington. 

Six cents per gallon—California, Colorado, 
Connecticut, District of Columbia, Hawaii, 
Idaho, Iowa, Maryland, Michigan, Nebraska, 
Nevada, New Mexico, North Dakota, Ore- 
gon, Pennsylvania, Virginia, West Virginia 
and Wisconsin. 


Five and one-half cents per gallon—Ver- 
mont. 
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Five cents per gallon—Arizona, Delaware, 
Illinois, Kansas, Massachusetts, Minnesota, 
New Hampshire, Ohio, South Dakota, Texas, 
Utah and Wyoming. 


Four cents per gallon—Indiana, New Jer- 
sey, New York and Rhode Island. 


Three cents per gallon—Missouri. 


The one salving factor for the motoring 
taxpayer is that he can, in most states, at 
least, deduct the cost of state gasoline taxes 
in filling out his income tax return. In 
California, Florida, Hawaii, Louisiana and 
Wyoming, the tax is imposed on the retailer 
or distributor. However, if the taxes are 
separately stated and if they are paid by the 
consumer, they may be deducted by him. 
In all other states, the tax is deductible. 
Federal gasoline taxes are not deductible. 


The President 


Ink from the Presidential pen has been 
added recently to four tax bills. One of 
these, H. R. 10660, the Federal Highway 
and Highway Revenue Acts of 1956, is dis- 
cussed in the cover story. On the same 
day, June 29, that he signed H. R. 10660, 
the President also placed his signature on 
the expanded patent “royalties” bill (H. R. 
6143) and the railroad reorganization bill 
(H. R. 7247). On July 11, the President 
approved H. R. 11714, which gives tax re- 
lief to regulated investment company 
shareholders. 

H. R. 6143 became Public Law 629. It 
achieved its original purpose, that is, to 
amend the 1939 Code so as to provide capi- 
tal gains treatment for royalties received 
after May 31, 1950, from the sale or ex- 
change of patent rights, thus providing’ the 
same treatment as is accorded such exchanges 
under the 1954 Code. Amendments to the 
original bill that were included in its final 
form as sent to the President made a num- 
ber of important changes in the tax laws. 


Section 115 of the 1939 Code was amended 
to provide that corporate distributions in 
property be treated as dividends only to the 
extent they represent distributions of earn- 
ings and profits of the corporation. The 
effects of the Godley and Hirshon decisions 
on corporate distributions of property made 
before June 22, 1954, are thus nullified, and 
the 1954 Code rules apply to such distributions. 

Another section of the expanded patent 
transfer bill amends the 1954 Code to per- 
mit farmers to treat drought-induced sales 
of draft, breeding or dairy livestock as an 


(Continued on page 570) 
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The Capital Gains Tax 
and the Stock Market 


By JOHN K. HULSE 


Since 1942 the stock market averages have risen 
fourfold. Since 1942 the capital gains tax has remained 


constant at 25 per cent 
but now it is time for a change 


in the rate because it has a threefold effect on the market. 


4. ARLY IN 1942 the Dow-Jones average 
4 for industrial stocks stood at 100. In 
March, 1956, it crossed 500. 


The Revenue Act of 1942 was being framed 
when the industrial average was around 100. 
Its provisions concerning holding periods 
and maximum rate of tax on long-term 
capital gains are in effect today. 

The United States had entered World 
War II shortly before the stock price aver- 
age stood at 100. That event and its im- 
mediate consequences had depressed stock 
values considerably. In the middle of the 
year 1939 this average was around 150, 
which appears to be a fair basis of com- 
parison with today’s prices. 

In the 14-year period since 1942, many 
events and changes in conditions have com- 
bined to increase the market values of com- 
mon stocks and to minimize possibilities of 
sustained retreat from the price levels at- 
tained: the increase in population, in prices, 
in wages, in productive capacity and in other 
elements contributing to the greater gross 
national product; the growth in savings 
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and the greater retirement benefits of work- 
ers, the increase in life insurance coverage, 
and related factors which assure the con- 
tinuity of purchasing power to sustain the 
level of production and employment; the 
restrictions imposed on trading in stocks on 
margin and on credit, and the action of 
various states in making common stocks 
legal investments for trust funds—factors 
which discourage “trading,” as such, and 
efforts to manipulate stock prices and which 
encourage investment in, and holding of, 
common stocks, 


All these elements and influences play 
their part daily in determining market values, 
and collectively substantiate the level of 
stock prices attained in this period, except 
possibly to the extent that provisions of 
the income tax law may have supplied some 
measure of artificial stimulus. It is to these 
provisions that this discussion is directed. 


The Revenue Act of 1942—enacted at the 
beginning of this period—had a delayed- 
action feature, the effects of which show up 
in the recent upswing in market prices. 
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Mr. Hulse is a certified public accountant 
associated with Griffith and Company, Philadelphia. 


This consists of the provisions encouraging 
the formation of pension trusts, the contri- 
butions to which were deductible against 
the high rates of tax in effect during the 
war years—81 per cent and later 85.5 per 
cent being the top rates for corporations 
subject to the excess profits tax. Nearly all 
pension trusts were created by corporations, 
and by the end of the war they were firmly 
entrenched as a permanent addition to the 
industrial scene. 

These exempt trusts have accumulated 
vast sums for investment. They have bought 
and taken out of circulation huge blocks of 
stock, and in some instances have acquired 
control of the corporations which created 
them. 

Another factor—one recognized and by 
no means handicapped by the income tax 
law—is the regulated investment company. 
These corporations hold many millions of 
shares of common stocks, and their own 
shares have enjoyed increases in value com- 
mensurate with those of the companies 
whose shares are in their portfolios. 

Combining these entities with the uni- 
versities, hospitals, insurance companies and 
other institutions, we find a factor which 
was not present to such an influential de- 
gree in the last great stock market boom— 
that of 1928-1929. The May, 1956 issue of 
the Monthly Stock Digest shows the num- 
ber of institutions holding the various stocks 
for which statistics are given. In the column 
headed “Institutions Holding This Stock,” 
we find the following figures for certain of 
the larger corporations: 

683 Standard Oil (New Jersey) 

568 General Electric 

550 American Telephone & Telegraph 
543 General Motors 

537 Union Carbide & Carbon 

448 Texas Company 

433 Westinghouse Electric 

407 Phillips Petroleum 

398 Socony Mobil Oil 

395 Gulf Oil 


It need hardly be said that the investment 
policies of these institutional investors are 
guided by the best brains in financial circles. 
Their ownership of these shares is a strong 
endorsement of their value. While this list 
is a sampling of conditions today, the in- 
creasingly rapid growth of investment funds 
in these institutions should serve as notice 
that in the future the influence of this factor 
on market prices of common stock will be 
considerably broader. 


The latest income tax innovation encour- 
aging the ownership of shares of domestic 
corporations is found in the Internal Rev- 
enue Code of 1954 in two sections: the 
dividends-received credit of 4 per cent against 
the tax (Section 34) and the partial exclu- 
sion of dividends from gross income (Sec- 
tion 116). While the latter is now only $50 
for each taxpayer, its adoption was accom- 
panied by announcements to the effect that 
this was only the first step in a program to 
eliminate the “double taxation” of corporate 
profits. 

Whether the second step will ever be 
taken is a matter for conjecture. Recalling 
that there was a feature at the other polit- 
ical extreme—the earned-income credit— 
which was repealed by the Revenue Act of 
1943 due only to inability to fit it into the 
standard deduction-withholding combination 
adopted in that act, one could reasonably 
question the future of these twin induce- 
ments to buy and hold stocks. 


As of now, we have four income tax influ- 
ences (discussed here) which might be sus- 
pected of having exerted upward pressure 
on stock prices: (1) the capital gains tax, 
(2) pension trusts, (3) regulated investment 
companies and (4) the dividends-received 
credit and partial exclusion. The second 
and third may be regarded as fixtures; the 
fourth is, up to now, of negligible weight 
and may be only temporary. The remaining 
one is important, not necessarily as an arti- 
ficial stimulant to the price level which 
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common stocks have reached but in three 
major respects: (1) it has prevented proper 
diversification in the holdings of many 


investors, (2) it has contributed heavily to 
the condition known as a “thin” market 
and (3) it has restricted the volume of funds 
available for use as venture capital. 


Lest the term “diversification” be regarded 
too lightly in the abstract, an illustration 
is in order: Early in 1929 a well-dressed 
and bejewelled lady walked into an ac- 
countant’s office to have her income tax 
return prepared. She had recently been left 
a widow by a high official of a large com- 
pany whose shares were traded on the New 
York Stock Exchange. On noting that her 
entire income was in dividends from that 
one company, the brash young accountant 
attempted to point out the danger of having 
all her “eggs in one basket.” He never 
finished his explanation; she walked out in 
high dudgeon, leaving the impression that 
the accountant had impugned the judgment 
of her late husband. The accountant lost 
his fee and his new client, and it may have 
been his just deserts for trying to practice 
law or investment counselling—or some- 
thing else other than accounting. Impressed 
by his ineptness, he followed the affairs of 
that company from time to time to check 
on the soundness of his advice. After an- 
other year the company suspended divi- 
dends, and for a period of eight years its 
stockholders received no income. During 
that time the market value of its shares 
almost reached the vanishing point. A sale 
of a large part of those shares and reinvest- 
ment in a balanced portfolio of stocks and 
bonds could hardly have produced such a 
tragic result. 


In that failure to diversify investments, 
the tax on capital gains was definitely not 
responsible. Under usual conditions it is the 
basic cause. There is a great reluctance to 
sell and pay the tax. The stocks which 
might be bought with the diminished pro- 
ceeds of the sale are not enough better in 
current return or prospects for appreciation 
in value to justify the tax payment. To 
persons in their late fifties or beyond, the 
advice usually given by estate planners is to 
“hold on; the estate tax will be enough tax 
to pay on those stock values; your heirs can 
sell them without paying any income tax.” 


There is little merit in the contention of 
some financial writers, and of officers and 
members of stock exchanges, that the cap- 
ital gains tax has been a major cause of 
currently high stock prices, due to reluctance 
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of investors to sell and pay the tax, and 
that, hence, the tax should be abolished. 
The only major cause is found in the im- 
proved economic conditions. The price of 
the shares of any one company can be 
related directly to its present and prospec- 
tive earnings, its dividend policy, its position 
in its industry, its projected capital expendi- 
tures and the other factors usually consid- 
ered in measuring values. 


The capital gains tax is probably the 
soundest and fairest tax’in existence, if the 
rate of tax is right. The taxpayer who 
converts property into money at a profit 
has the money in hand with which to pay 
the tax, and he is better fixed financially 
than when he acquired the property, even 
after paying the tax. But if the rate of tax 
is too high, the tax is neither sound nor fair. 


Taxes are imposed for the purpose of 
raising revenue to defray the cost of gov- 
ernment. When the rate of tax is so high 
that transactions to which it applies are 
avoided, it fails of its purpose. And if the 
avoidance results in unsound practices by 
the persons at whom it is directed, it is 
clearly unfair. 


In considering whether the present maxi- 
mum rate of tax (25 per cent) is too high, 
assume the purchase and sale of one share 
of industrial common stock according to 
the averages given at the outset: 100 in 1942 
and 500 in 1956. Assume further an annual 
dividend of $20, for a 4 per cent return on 
market value. There would be a gain of 
400, on which the tax would be $100, leaving 
$400 (including original investment) to re- 
invest. At 4 per cent the reinvested net 
proceeds would produce only $16. In order 
to get a dividend of $20, the investor would 
have to find one or more stocks of equal 
merit paying 5 per cent—which amounts to 
an improvement of 25 per cent over the 
return on the stock which he sold. Now 
this, obviously, cannot be done, even ignor- 
ing the greater disparity that would be found 
to exist by including payment of the broker’s 
commission both ways, as well as stock 
transfer taxes on the sale. 


Assume the same transaction, but with a 
capital gain tax of 12% per cent. Here the 
tax would be $50 and the net proceeds $450; 
these, reinvested at 4 per cent, would pro- 
duce $18. In order to get a dividend of 
$20, the investor would need one or more 
stocks paying 4.44 per cent, which would be 
an improvement of only 11 per cent over 
the rate of return on the share sold. Now 
this might be possible; but if not, the rela- 


521 





tively small shrinkage in current return 
would not be too great a price to pay for 
the diversification which could be accom- 
plished in the transaction. 

The second condition caused by the re- 
luctance to sell—the “thin” market—war- 
rants more than passing attention. If the 
holder of a large block of shares in any 
company sees fit—or finds it necessary—to 
liquidate and buyers are not available due 
to reluctance on their own part to sell other 
shares, the offering could cause a disturbing 
retreat in the market price of the issue. If, 
on the other hand, shares of any company 
are in demand by an institution with con- 
siderable funds earmarked for the purpose, 
and holders with substantial profits will not 
sell, there is likely to be a disturbing swing 


in the other direction. 


Average of 
Shares Listed 


1,339,098,782 
3,505,272,277 


Year 
1936 


1955 


Making due allowance for shares absorbed 
by institutions, there still remain many millions 
of shares in safe deposits boxes and in street 
name, for individuals who decline to take 
profits involving such a deep tax “bite.” 


In 1936, capital gains were taxed to indi- 
viduals in a manner different from that in 
effect in 1955 and now, and a net capital 
loss was deductible up to $2,000 instead of 
the $1,000 present limit. The tax was at 
regular rates, but only certain specified per- 
centages of gain or loss were taken into 
account, thus: 

100% 
80% 
60% 
40% 
30% 


In considering the third major influence— 
the effect on venture capital—there is a 
disposition in some quarters to adopt the 
view. that since so many of the big cor- 
porations have greatly diversified lines of 
products and services, and spend millions 


(deductible for income tax purposes) an- 
nually in research and development, the 
need for venture capital is now a minor 
factor. 

This view overlooks some important funda- 
mentals. The big corporations were at one 
time small businesses in which someone or 
a small group risked their money at the 
outset. Inventive ability is personal and 
business ideas originate with individuals; 
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1 year 

1 to 2 years 

2 to 5 years 

5 to 10 years 

More than 10 years 


These developments have materialized more 
than once and are likely to recur for so 
long as the thin market exists. The con- 
fidence so important to stability in the busi- 
ness of the nation, as well as in its security 
markets, can be best served by a free 
market in which there are no artificial re- 
straints such as are found in the capital 
gains tax. There can be a free market only 
under conditions where stockholders feel 
that they can afford to sell what they think 
they should sell in order to buy something 
else which they believe they should have. 

The year 1936 was considered the best 
business year in the period from 1929 to the 
beginning of World War II. The year 1955 
was the best in our history. The records 


of the New York Stock Exchange show 
the following comparison of the two: 


Reported Per Cent 
Stock Volume Turnover 


496,046,869 37 
649,602,291 18 





the desire to create something and make 
it grow is usually stronger in persons out- 
side big corporations than inside. The need 
for venture capital in our free enterprise 
system will always be a very real need. 

That the tax revenues have suffered for 
lack of attention to this situation over a 
period of 14 years is regrettable; and to the 
extent that political considerations may have 
contributed to this situation, it is difficult to 
reconcile the reasoning with the effects. 

Even if the desirability of establishing and 
maintaining a free market in corporate 
shares be discounted or ignored, there still 
remains the “boomerang” on lower-bracket 
taxpayers created by the attempt to collect 
too much tax on capital gains from persons 
popularly believed to be in the higher in- 
come brackets. 

According to the Commissioner’s report, 
Statistics of Income for 1952, 96.8 per cent 
of all individual taxpayers have net income 


(before exemptions) of less than $10,000. 
These pay 63.7 per cent of all personal 
income taxes. 


In the absence of current statistics on the 
breakdown of income by classes and by 
income brackets, it seems reasonable to 
assume that individuals in the lower brackets 
would take more capital gains in proportion 
to total funds invested than would taxpayers 
in the higher brackets for two reasons: 
They are more likely to have need for use 
of the proceeds of sale and their rate of 
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tax is considerably less. On the latter point, 
it may be noted that in a return showing 
net income of $10,000, including long-term 
gain, the maximum rate of tax on the gain 
would be 13 per cent if it is a joint return 
and 17 per cent if it is the return of a single 
taxpayer. If the gain were a substantial one, 
the resulting tax would be at lower average 
rates than those stated. 


When a tax fails to produce revenue, 
everybody’s tax bill is increased to make up 
the deficiency—including, of course, the 
96.8 per cent who pay more than half of 
the total. 

Numerous suggestions for removing this 
roadblock to free trading in stocks have 
appeared in the press from time to time, 
but none seemed to be geared to the In- 
ternal Revenue Code as it is constructed; 
and most of them ask too much too quickly. 
There follows a suggestion which would 
not have these defects. It contemplates a 
three-year period of transition to a situation 
where the holding period for long-term 
classification would be one year or more, 
where only 20 per cent of a long-term gain 
would be included in taxable income and where 
the tax could not exceed 12% per cent of 


the gain. 


While the six-month holding period may 
have had some merit when it was written 
into the Revenue Act of 1942 as a substitute 
for the 18-month period previously in effect, 
it would have little or none with the reduced 
rates of tax on capital gains suggested here. 





Year of Holding 
Change Period 


Ist 8 months 
2nd 10 months 
3rd 12 months 


Under the present law, the alternative 
tax of 25 per cent applies to individuals 
where taxable income exceeds $18,000 
in a return of a single taxpayer and 
$36,000 in a‘joint return. Under this pro- 
posal, in the third and succeeding years 


the 12% per cent rate would apply where 


FEDERAL BUDGET BALANCED 


“ 


. the federal administrative budget 
probably will be balanced and the con- 
solidated cash budget likely will 
show a surplus for the current fiscal year 
1956. . . . Rising personal and corporate 
incomes, reflecting the current marked 
expansion of economic activity, are ex- 


The Capital Gains Tax 


It is not a purpose of this proposal that 
investors be encouraged to become traders. 

Section 1202 of the Code allows taxpayers 
other than corporations a deduction from 
gross income of 50 per cent of the excess 
of net long-term capital gain over net short- 
term capital loss. It is proposed that over 
the transition period this deduction be in- 
creased to 60 per cent the first year, 70 
per cent the second and 80 per cent the 
third. Concurrently the holding period for 
long-term gains would be increased to eight 
months the first year, ten months the 
second and 12 months the third. 

Section 1201 of the Code provides for an 
alternative tax (if less than that computed 
by use of rates applicable to ordinary in- 
come) of 25 per cent of the excess of net 
long-term capital gain over net short-term 
capital loss for all taxpayers. It is part of 
this proposal that the alternative tax rate 
be reduced to 20 per cent for the first year, 
to 15 per cent for the second and to 12% 
per cent for the third and succeeding years 
—right back to where it was 35 years ago 
when, in the Revenue Act of 1921, capital 
gains were first given preferential tax treat- 
ment. 


Matching up these three sets of changes 
and converting the percentages under Sec- 
tion 1202 to those which would be included 
in gross income, we get the following com- 
binations for capital assets, the gains from 
the sales or exchanges of which would 
qualify as long-term gains: 


Per Cent Alternative 
Taxable Tax Rate 


40 20% 
30 15% 
20 12%% 





income exceeds $32,000 and $64,000, re- 
spectively. 

This gradual change is obviously intended 
to prevent an upheaval which might de- 
velop from a sudden change. But whether 


a change is gradual or sudden, it is certainly 


time for a change. [The End] 


pected to increase total revenues to the 
level of anticipated spending as shown 
in the administrative budget, resulting, 


therefore, in a cash budget surplus of 
about $2 billion.”—-Report of the Sub- 
committee on Tax Policy. 
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By VICTOR R. WOLDER 
Attorney, New York City 


Deduction of Reserves 
and Deferring 


\ ANY TAXPAYERS were disheart- 

ened when Congress repealed Section 
462 of the 1954 Internal Revenue Code, 
which had provided under certain circum- 
stances for the deduction of reserves for 
estimated expenses, and Section 452, which 
had provided for the deferring of reporting 
of prepaid income. Before its enactment 
this legislation had been long awaited, and 
its subsequent repeal was completely un- 
looked for. 

It is not for the courts to legislate. Yet 
in recent months the appellate courts seem- 
ingly may have been stepping into the gap 
left by the repeal of Sections 452 and 462. 
These decisions under the 1939 Code may 
have a far more reaching effect and a 
greater liberality and flexibility than the 
sections of the law which Congress first 
enacted and then repealed. The simple 
proposition established by the appellate 
courts under the 1939 Code appears to be 
that a taxpayer who is on an accrual basis 
has a right to take a deduction for a reserve 
for future liabilities and expenses for which 
there is a present definite liability occurring 
within the taxable year. The amount of 
expenses thereof may have to be estimated. 


This rule of law has long been known 
and adhered to by most judicial authorities. 
Yet when it came to its application in cer- 
tain areas, the Treasury Department and 
the Tax Court could not bring themselves 
to give recognition to the rule—even where 
good accounting practices required the 
establishment of the reserve. A review of 
the cases and authorities follows. 

In Schuessler v. Commissioner, 56-1 ustc 
{ 9368, 230 F. (2d) 722 (CA-5), rev’g CCH 
Dec. 21,014, 24 TC —, No. 28, the taxpayer 
was in the gas appliance business. In 1946 
he sold 665 furnaces, each with a guaranty 
that he would turn the furnace on and off 
each year for five years. The taxpayer 
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established that such service, if performed, 
would cost $2 per call. The taxpayer 
claimed that the only way his income could 
be actually reported was by charging 
against the cost of furnaces sold in 1946 
the reserve representing the amount he 
became legally liable to spend in subsequent 
years in connection with the sales. The 
proof was clear that he actually sold the 
furnaces for $20 to $25 more than his com- 
petitors because of his guaranty, which they 
did not give. The Commissioner of Internal 
Revenue disallowed the deduction which 
was taken through the establishment of the 
reserve, claiming that a reserve for the cost 
of services to be performed in subsequent 
years is not to be taken as a deduction 
from income in the year when the contract 
to perform such service is made and pay- 
ment received. The Tax Court agreed with 
the Commissioner. However, the circuit 
court reversed, saying that the petitioner’s 
method of accounting came much closer to 
giving a correct picture of his income than 
would an accounting system under which 
he would be required to report the total 
receipts as income on the high level of the 


sales year and take deductions in the low 
level of the service years. 


The reasonableness of the taxpayer’s 
action in handling his accounting methods 
as he did, the court said, is not a test of 
whether the accounting system may be 
employed if it flows contrary to the require- 
ments of the statute. The court pointed 
out, however, that it did not find that the 
taxpayer’s accounting method offended any 
statutory requirements. Rather, it was in 
accord with the language and intent of the 
law. 

The court said that what was sought by 
the 1939 Code was an accounting method 
that most accurately reflected the tax- 
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for Future Expenses 
of Prepaid Income 


Sections 452 and 462 of the Code, which were repealed, were 


merely elections. 
Other sections on accounting 


They gave the taxpayer the therein delegated rights. 


were carried over into the 1954 Code from the 1939 Code. 


The author, by reviewing a line of cases on 


accrual procedures, points out that the accrual rules have not 
been changed but that there is in them a trend to greater 
liberality than may have been encompassed in the repealed Sections 452 and 462. 


payer’s income on an annual accounting 
basis. Since the court felt that the method 
of accounting followed by the taxpayer in 
setting up his reserve for his liability for 
services tq be performed in carrying out 
his guaranty more truly reflected his in- 
come, the court overruled the Tax Court. 


This case came under Sections 41 and 43 
of the Internal Revenue Code of 1939, 
However, a comparison of the general -in- 
tent of these sections of the 1939 Code 
with their counterparts in the 1954 Code 
shows that the principles enunciated in the 
Schuessler case might be as equally appli- 
cable under the 1954 Code as under the 
1939 Code. This point and its problems, 
however, are more fully discussed at the 
end of this article. 


While the Schuessler case concerns itself 
with the setting-up of a reserve for future 
expenses to be incurred, Beacon Publishing 
Company v. Commissioner, 55-1 ustc { 9134, 
218 F. (2d) 697 (CA-10), rev'g CCH Dec. 
20,124, 21 TC 610 (1954), concerns itself 
with the deferring of reporting of prepaid 
income. The taxpayer, a newspaper pub- 
lisher, was on the accrual basis. Prior to 
1943 the taxpayer reported prepaid sub- 
scriptions as income for the year in which 
received. 


Reserves 


In 1943, an accounting firm, without the 
Commissioner’s consent, made a number 
of adjusting entries—one of which was to 
defer, as of the close of 1943, some $95,000 
by credit to an account entitled “prepaid 
subscriptions.” 


For the years 1943 and 1944, the income 
received from the prepaid subscriptions was 
credited to the account as a liability and 
the amount thereof deferred, as subscription 
income. No attempt was made to allocate 
costs to this account or to show the cost 
of obtaining the prepaid subscriptions. The 
use of the prepaid subscriptions by the tax- 
payer was without any restriction. In fact, 
they were obtained by the taxpayer for use. 
They were received and treated by the tax- 
payer as belonging to it. The Commis- 
sioner disallowed the deferment and in- 
cluded the full-amount thereof in income 
for the year in which it was received. The 
Tax Court sustained the action of the Com- 
missioner; the circuit court of appeals re- 
versed the Tax Court. The court pointed 
out that under Section 41 of the 1939 Code, 
the net income of a taxpayer must be com- 
puted upon the basis of the taxpayer’s annual 
accounting period in accordance with the 
method of accounting regularly employed 
in keeping the taxpayer’s books. If this 
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method did not fairly reflect the income, 
the Commissioner was to make such com- 
putation in accordance with such method 
as would clearly reflect the income. Section 
42 provided that the entire amount of gross 
income was to be included for the taxable 
year in which it was received “unless, 
under methods of accounting permitted 
under section 41, any such amounts are 
to be properly accounted for as of a dif- 
ferent period.” The obvious purpose of this 
provision, the court said, was “to obtain 
from the taxpayer a return reflecting its 
true income and to treat income received 
and deductible disbursements consistently. 
United States v, Mitchell, [1 ustc J 171,] 271 
U. S. 9, 12.” 


The Beacon Publishing Company was on 
the accrual method. When a taxpayer is 
on the accrual method, it is the right 
to receive, and not the actual receipt of, 
income which determines when income 
must be included for income tax purposes. 
When the right to receive income becomes 
fixed and absolute, the duty to report it 
arises. (U. S. v. Harmon, 53-2 ustc { 9479, 
205 F. (2d) 919 (CA-10).) Thus, if a tax- 
payer sold a large number of subscriptions, 
payment for which was not to be made 
until a subsequent taxable year, the amount 
of the subscriptions would accrue and be 
taxable when the subscriptions were sold. 
The year of payment becomes unimportant. 
In reaching its conclusion to tax the defer- 
red income in the Beacon case, the Commis- 
sioner of Internal Revenue and the Tax 
Court applied what has become known as 
the “claim of right” doctrine. This theory 
is to the effect that when a taxpayer re- 
ceived funds during a taxable year under 
a claim that he has the right to possession 
and the use of the funds without restriction 
as to their disposition, it is income even 
though the claim subsequently is found to 
be invalid and the taxpayer is required to 
repay the funds. (North American Oil Con- 
solidated v. Burnet, 3 ustc J 943, 286 U. S. 
417; U. S. v. Lewis, 51-1 ustc 79211, 340 
U. S. 590; Healy v. Commissioner, 53-1 ustc 
79292, 345 U. S. 278; Commissioner v. 
Security Flour Mills Company, 43-1 vustc 
7 9349, 135 F. (2d) 165 (CCA-10).) 


However, the court pointed out that the 
claim-of-right doctrine had no application 
to the taxpayer in the Beacon case, for 
there was no dispute as to the ownership of 
the funds. They belonged to the taxpayer 
with no restriction as to their disposition. 
In disagreeing with the Tax Court, the 
circuit court said that the Tax Court gave 
no consideration to the fact that the tax- 
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payer accounts for its income under the 
accrual method and will not incur the 
expenses necessary to earn the income until 
following taxable years. If a taxpayer were 
required to advance the reporting of the 
deferred receipts so that they would be 
taxable in the year received, the application 
of the claim-of-right doctrine would result, 
in most cases, in a distortion of an accrual 
taxpayer’s true income. The point is that 
when the taxpayer received the money it 
would still have to do something in later 
years to actually earn it. Under the claim- 
of-right theory the taxpayer does not have 
to do anything further to earn it, In this 
view, the two situations are not analogous. 
Thus, the court said, it would be incon- 
gruous to require the immediate reporting 
of receipts in the following situations: 


(1) A construction contractor is paid in 
advance for the construction of a building 
which would not be completed until the 
following year, with all of the cost of con- 
struction incurred during the following year. 


(2) A rancher sells his next year’s calf 
or lamb crop or receives payment in ad- 
vance, but the entire cost of production is 
to be incurred the following year. 


(3) A manufacturer is paid in advance 
for articles to be made and delivered in a 
subsequent year. 


An application of .a rule which would 
require the taxpayer to report its prepaid 
income on a cash basis and to accrue its 
deductions creates a hybrid bookkeeping 
system and would result in a tax return 
which did not clearly reflect income. (Com- 
missioner v. South Texas Lumber Company, 
48-1 ustc 5922, 333 U. S. 496, 501.) 


To a large extent, this would destroy the 
principle inherent in the accrual method of 
accounting. The situation in the Beacon 
case was not one where the Commissioner 
exercised his broad discretion to adopt an 


accounting method which would clearly 
reflect income but one in which the Com- 
missioner improperly applied a legal prin- 
ciple. Further, this was not a situation in 
which the taxpayer changed its system of 
accounting without the consent of the Com- 
missioner. Rather, it was merely the tax- 
payer applying the method adopted and in 
use to clearly reflect its income. The tax- 
payer had the right to do this, and the 
Commissioner had the right to require it. 
(U. S. v. American Can Company, 2 ustc 
{ 487, 280 U. S. 412.) The discretion of the 
Commissioner does not empower him to 
add an item which correctly belongs to 
another year to the taxpayer’s gross in- 
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It is a cardinal rule in the 
federal income tax system that 
net income must be computed 
and taxed on an annual basis 
so as to provide revenue to the 
government at regular intervals. 


come for a given year. (Commissioner v. 
Frame, 52-1 ustc $9239, 195 F. (2d) 166 
(CA-3); Commissioner v. Mnookin Estate, 
50-2 ustc J 9431, 184 F. (2d) 89, 93 (CA-8).) 


It is true that the taxpayer may not 
change its method of keeping books with- 
out the consent of the Commissioner if the 
change results in an avoidance of the pay- 
ment of taxes due. Likewise, it is true 
that a taxpayer may, without the consent 
of the Commissioner, apply the method of 
accounting which he has adopted though 
not theretofore applied to a particular item 
when that change will correct error and 
clearly reflect his income. 


In the Beacon case there was a dissenting 
opinion. The dissenting judge pointed out 
that the taxpayer had the unrestricted use 
of the subscription moneys. The taxpayer 
was required to make refunds in case of 
cancellations of prepaid subscriptions but 
that obligation was contingent: It depended 
entirely upon whether cancellations were 
made. If there were no cancellations, no 
refunds would be made. The judge said 
that, therefore, the entire amount of prepaid 
subscriptions should be reported when 
received even though the taxpayer kept its 
books and made its returns on the accrual 
basis. 


To the writer it appears that the decision 
in the Beacon case was substantially correct 
in its final result; but the conclusion should 
have been arrived at from a different ap- 
proach. The taxpayer had the unrestricted 
use of the subscription moneys and, from 
that point of view, it should have perhaps 
reported them; but, on the other hand, the 
taxpayer had a definite and unequivocal 
liability to deliver a publication in return 
for those subscription moneys. Hence, the 
estimated expense of disposing of that un- 
contingent liability should have been set up 
as a reserve. The reserve account for these 
liabilities would have reduced the income 
in the year the payment was received. 
This, in effect, would have brought about 
substantially the same result as that which 
occurred in the Schuessler case subsequently. 


In 1951 the Court of Appeals for the 
Fourth Circuit decided the case of Harrold 


Reserves 


v. Commissioner, 52-1 ustc § 9107, 192 F. 
(2d) 1002, rev’g and rem’g CCH Dec. 
18,045, 16 TC 134 (1951). 


The taxpayer was a member of a part- 
nership engaged in the mining of coal from 
leased lands in West Virginia by the strip- 
mining method. This is a process whereby 
the soil is removed so that the coal can be 
mined with shovels. However, under the 
laws of West Virginia, before the partner- 
ship could start mining operations, it had 
to obtain strip mining permits and post 
penal bonds to insure the faithful perform- 
ance of its statutory obligation to refill the 
lands. This obligation to refill was both 
a contractual and statutory obligation which 
required the taxpayer to put the soil back 
the way both the state and the lessor 
wanted it. This also necessitated fertilizing 
and replanting the land with grass, shrubs, 
etc. 


At the end of 1945 the partnership had 
stripped some 31 acres of land and re- 
moved the coal. Its obligation to refill had 
become fixed and definite. Based upon 
experience, the partnership estimated in 
1945 that the cost of refill would amount 
to approximately $31,000. Since the firm 
was then using its equipment in stripping 
eperations, it postponed the refilling until 
1946. However, in accord with its account- 
ing practice, the firm set up a reserve on 
its books for the accrued expense involved, 
in the sum of $31,000, and deducted the 
same, as an expense of its business, in 
computing its net income for federal in- 
come tax purposes for 1945. 


In 1946 the back-fill operation was com- 
pleted at a cost of only $25,000. The part- 
nership thereupon reduced the accrual on 
its books for 1945 to $25,000 instead of 
$31,000 and filed an amended partnership 
return. The Tax Court, agreeing with the 
Commissioner, held that the deduction 
could not be allowed because the liability 
which it represented was not fixed and 
certain but was based merely on an esti- 
mate of the future cost of the work. The 
circuit court, disagreeing with the Tax 
Court on its application of the law to the 
facts, reversed. 


It is a cardinal rule in the federal income 
tax system that net income must be com- 
puted and taxed on an annual basis so as 
to provide revenue to the government at 
regular intervals; hence, neither income nor 
deduction may be accelerated or postponed 
from one taxable year to another in order 
to reflect the result of a business transac- 
tion. This principle must be observed even 
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though the allocation of an_ indefinite 
obligation to the taxable year in a given 
instance would seemingly work a more 
equitable result to the government or the 
taxpayer. (Burnet v. Sanford & Brooks 
Company, 2 ustc { 636, 282 U. S. 359, 363; 
Brown v. Helvering, 4 ustc § 1223, 291 U. S. 
193.) 


Accordingly, it has been established that 
deductions may be taken on an accrual 
basis only in the year in which the tax- 
payer’s liability to pay has become fixed 
and certain. In some cases the indication 
was that the amount and the liability have 
become final and definite in the year in 
which the accrual is claimed; otherwise 
the deduction must be allowed only in the 
year in which the payment actually took 
place. (Security Flour Mills Company v. 
Commissioner, 44-1 ustc § 9219, 321 U. S. 
281, 286-287, and Dixie Pine Products Com- 
pany v. Commissioner, 44-1 ustc $9127, 320 
U.S. 516.) 


However, these cases appear to have 
been more concerned with the existence of 
the liability rather than the amount of the 
liability. There are cases, however, where 
it was held that the uncertainty of the 
amount of the liability alone was enough 
to bar the accrual of the expense in the 


year where the liability therefor had be- 
come established. (Spencer, White & Prentis, 


Inc. v. Commissioner, 44-2 ustc J 9400, 144 
F. (2d) 45 (CCA-2); Capital Warehouse 
Company, Inc. v. Commissioner, 49-1 ustc 
{ 9120, 171 F. (2d) 395 (CA-8).) 

But on the other hand, it has also been 
held that it has not been deemed essential 
that the amount of the accrued liability 
shall have been definitely ascertained to 
justify deduction from income in the tax- 
able year. It is enough if the facts from 
which the amount can be calculated had 
then occurred and are later ascertained. 
(Uncasville Manufacturing Company v. Com- 
missioner, 3 ustc {§ 869, 55 F. (2d) 893 
(1932); Continental Tie and Lumber Com- 
pany v. U. S., 3 ustc $937, 286 U. S. 590; 
Baltimore & Ohio Railroad Company v. Com- 
missioner, 35-2 ustc 9 9446, 78 F. (2d) 456 
(CCA-4).) 

It has been held that a liability may be 
accrued as a fixed obligation on the tax- 
payer’s books and taken as a deduction 
from income when it is definitely incurred 
although it is known at the time that the 
amount may be diminished by subsequent 
events. (American National Company v. 
U. S., 1 uste 9226, 274 U. S. 99; Ohmer 
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Register Company v. Commissioner, 42-2 ustc 


19777, 131 F. (2d) 682 (CCA-6).) 


Following these basic principles of law, 
the circuit court in the Harrold case pointed 
out that the accrual of the approximate 
amount of an item that comes into exist- 
ence in a taxable year, to be followed by 
appropriate adjustments when the precise 
amount is ascertained, is not deemed im- 
practicable by the taxing authorities or in- 
consistent with the principle that income 
and outgo must be computed and taxed on 
an annual basis. There are many decisions 
which furnish examples of the allowance 
of a reasonably accurate estimate of the 
cost of meeting a liability as a proper 
deduction from income of a taxpayer on 
the accrual basis even when the work is 
not done and the precise cost is therefore 
not ascertainable until after the expiration 
of the fiscal year. (Lucas v. American Code 
Company, 2 ustc 483, 280 U. S. 445; Pro- 
ducers Fuel Company, CCH Dec. 84, 1 BTA 
202; Raleigh Smokeless Fuel Company, CCH 
Dec. 2214, 6 BTA 381; Fraser Brick Com- 
pany, CCH Dec. 3676, 10 BTA 1252; Moloney 
Electric Company, CCH Dec. 12,584-E, Dkt. 
105167; Towers Warehouses, Inc., CCH Dec. 
15,587(M), 6 TCM 59; J. B. Jemison, CCH 
Dec. 5677, 18 BTA 399; Bonnie Bros., Inc., 
CCH Dec. 5027, 15 BTA 1231; W. J. Burns, 
CCH Dec. 4217, 12 BTA 1209; Beacon Coal 
Company, CCH Dec. 3114, 9 BTA 280; Max 
Kurtz, CCH Dec. 2921, 8 BTA 679; Josiah 
Wedgwood & Sons, Ltd., CCH Dec. 1131, 3 
BTA 355; cf. Atlas Mixed Mortar Company, 
CCH Dec. 6956, 23 BTA 245.) 


Based on all of this, the circuit court 
concluded “that when all the facts have 
occurred which determine that the taxpayer 
has incurred a liability in the tax year, and 
neither the fact nor the amount of the 
liability is contested, and the amount, al- 
though not definitely ascertained, is suscep- 
tible of estimate with reasonable accuracy 
in the tax year, deduction thereof from 
income may be taken by a taxpayer on an 
accrual basis. This procedure does not 
violate the principle that income taxes must 
be calculated on an annual basis, but, on 
the contrary, allocates to each year the 
proper income and expense, and prevents 
distortion of the taxpayer’s financial con- 
dition in the tax year. It gives heed 
to the true facts of each case rather than 
to an arbitrary rule of thumb; and the 
adjustments which must be made after the 
precise amount is ascertained are as easily 
consummated as those which are required 


(Continued on page 540) 
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Death Benefits 


Paid Under an Express Contract 


By LAWRENCE BILDER, Member of the New Jersey Bar 


When an employee dies, often his employer is obligated by express 


contract to make certain payments. This 


article discusses the effect of the estate tax on such payments and whether 
such benefits should or should not be included in 


the employee's estate. The author is 


associated with the firm of Bilder, Bilder & Kaufman, Newark, New Jersey. 


N RECENT YEARS increasing atten- 

tion has been given to the use of inci- 
dents of personal employment in estate 
planning. One of these incidents which is 
of use to the estate planner is the employee 
“death benefit.” This is payment by an 
employer to a deceased employee’s bene- 
ficiaries, usually wife and/or children, which 
often bears some relationship to the amount 
of the decedent’s salary. Sometimes these 
payments are made on a voluntary basis 
by the employer and where this has been 
true in a strict sense, the tax consequences 
to the recipient may be those of a gift, al- 
though as to the employer this has been 
allowed as a deduction. However, the 
payments may be made as a result of an 
express contract and where this is true the 
tax consequences will be different. The 
income tax problems of such payments under 
an express contract have been recently 
discussed under the 1954 Code.* Here we 
shall deal with the estate tax incidents 
under the 1954 Code of death benefits paid 
under an express contract. While the area 
of its use is restricted, we shall see that by 
a properly drawn death benefit agreement 
an employee can provide for specified ob- 
jects of his concern without having the 
benefits included in his gross estate. 


1939 Code 


Because the result would have been differ- 
ent under the 1939 Code, it is necessary 


1 Yohlin, ‘‘Employer Payments to the Widow 
uf a Deceased Employee,"’ 34 TAXES 87 (Feb- 
ruary, 1956). 


Death Benefits 


to consider the problem under the old Code 
prior to examining it under the new Code. 

Under the 1939 Code 
theories by which such payments might 
be included in a decedent’s gross estate, 
one by way of Section 811(c) and the other 
by way of Section 811(f) (2). 

The argument for Section 811(c) was that 
this was (in the language of the stat- 
ute) “interest of which the decedent 

made a transfer (C) intended to 
take effect in possession or enjoyment at 
or after his death.” In Paul G. Leoni Es- 
tate, CCH Dec. 16,657(M), 7 TCM 759 
(1948), payments were made to the widow 
under an agreement between the corpora- 
tion and decedent whereby only she could 
receive them. However, the Tax Court 
held that this was includable under Section 
811, since the consideration was the em- 
ployee’s services and performance of the 
services amounted to a transfer to the wife 
which was to take effect at the death of 
the employee. In other words, this was 
treated as an enforceable obligation on the 
employer to pay additional compensation 
in the form of death benefits. 


there were two 


“In these cases it was held that the value 
of payments under an express contract is 
taxable under Section 811(c) as a transfer 
to take effect at death, since the transfer 


of such property is deemed to have oc- 








curred by reason of actions or services 
performed by the deceased employee. The 
fact that there is an express contract is 
evidence that the right to payments has 
been so transferred. If the payments in- 
volved are based upon the amount of the 
deceased employee’s salary, there is a pre- 
sumption that they were procured by serv- 
ices of the decedent.” ? 

While no court decisions have been found 
supporting this theory, it seems quite clear 
that this would at least have been the 
position taken by the Commissioner in re- 
spect to these payments. 

The argument for Section 811(f)(2) was 
that where the decedent has the power 
of naming a beneficiary he has a power of 
appointment and the property is part of 
the decedent’s estate. This theory was 
suggested by the Tax Court in Estate of 
Eugene F. Saxton, CCH Dec. 16,914, 12 TC 
569 (1948), where the decedent had a right 
to name a beneficiary, although in that case 
the decedent actually had an annuity inter- 
est in the property. Here the Commis- 
sioner’s position has been made even clearer 
by the promulgation in 1952 of G. C. M. 
27242, 1952-1 CB 160, which stated, in part: 


“Where an employee has the right to 
designate the beneficiary of a death benefit 
under a profit-sharing and retirement plan, 
the employee, at the time of his death, is in 
possession of such rights as constitute 
property within the meaning of 1939 Code 
Sec. 811(a), provided that prior to the em- 
ployee’s death the employer has not with- 
drawn the right of the employee to designate 
a beneficiary and has not eliminated all 
death benefits.” (For complete text see 
CCH Feperat Estate AND Girt Tax Re- 
porTS { 1300.36.) 

One writer has said that this GCM would 
make any death benefit payment includable 
but questioned it in view of the lack of 
support for it in case law.* 


1954 Code 


From the examination of the 1939 Code 
it appeared that it would be possible to 
frame an agreement in terms such as to 
avoid the effect of Section 811(f) by in- 
suring that the decedent has no rights 
which would be capable of interpretation 
as a power of appointment, that is, that the 
decedent has no power to thereafter change 
the beneficiaries. The difficulty lay in 


2Charles A. Scharf and James F. Ouchter- 
loney, ‘‘Death Benefit Payments,” 30 TAXES 


789, 794 (October, 1952). 
’ Nelson, ‘“The New $5,000 Death Benefit,’’ 31 
TAXES 629, 632 (August, 1953). 
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The closest section to old 811(c) is 
new 2037. This section, however, 
only includes transfers taking effect at 
or after death if 

the decedent has some reversionary 
interest exceeding 5 

per cent of the property's value. 


Section 81l(c). This problem was neatly 
removed by the Ejighty-third Congress in 
the 1954 Code. 


The closest section to old 811(c) is new 
2037. This section, however, only includes 
transfers taking effect at or after death if 
the decedent has some reversionary interest 
exceeding 5 per cent of the property’s 
value. In its report to Congress on H. R. 
8300 (the 1954 Code) the Senate Finance 
Committee said: 


“DPD. Transfers Taking Effect at Death 
(sec. 2037) 


“(1) House changes accepted by com- 
mittee 


“Under present law property previously 
transferred by a decedent is includible in 
his gross estate if possession or enjoyment 
of the property can be obtained only by 
surviving him. This rule applies even though 
the decedent has retained no interest in 
the property. 

“Where the decedent has disposed of all, 
or substantially all, of his rights to prop- 
erty long before his death, it appears un- 
duly harsh to subject the property to estate 
tax merely because the ultimate taker of 
the property is determined at the time of 
the decedent’s death. 

“This rule has been discarded by the 
House and your committee’s bill. In the 
future property previously transferred by 
a decedent will be includible in his estate 
only if he still had (either expressly or 
by operation of law) immediately before 
his death a reversionary interest in the 
property exceeding 5 percent of its value, 
that is, if he, prior to his death, had 1 


chance in 20 that the property would be 
returned to him. 


“(2) Changes made by committee 
“None.” * 


*3 United States Code Congressional and Ad- 
ministrative News 4756 (83d Cong., 2d Sess., 
1954). (For substantially the same language in 
the House report, see p. 4117.) 
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It should seem clear, therefore, that 
Section 2037 offers no roadblock providing 
that the employee has no interest within the 
meaning of Section 2037(a)(2) and (b). 


Next let us turn to Section 2039, which 
includes “annuity or other payment receivable 
by any beneficiary by reason of surviving 
the decedent under any form of contract 

. if, under such contract . . . payment 
was payable to the decedent, or the de- 
cedent possessed the right to receive such 
. .. payment, either alone or in conjunction 
with another ....” If the decedent had no 
right to anything under the contract or 
agreement, it seems clear that Section 2039 
should not apply. One writer on the sub- 


ject has said the following: 


“In the case of a death benefit which is 
payable to the survivor of a deceased em- 
ployee in the form of an annuity or pension, 
where the employee had under the ‘contract 
or agreement’ no right to an ‘annuity or 
other payment’, it seems clear that such 
a survivor’s annuity is not includable in the 
gross estate of the deceased employee 
under § 2039(a). For example, if an em- 
ployer provides no employee benefits what- 
soever other than such a death benefit 
pension to the widow of a deceased em- 
ployee, no question would seem to arise.” * 


Thus, Section 2039 should not bar this 
plan providing the decedent possesses no 
rights under the agreement. However, 
there is one problem which might arise 
under this section. Does the employer 
presently have any sort of pension, annuity 
or retirement plan for its employees? If 
a separate annuity plan exists, the govern- 
ment might take the position that the an- 
nuity and the death benefits are all one plan 
and thus try to bring the death benefits 
under Section 2039. Such an argument 
should fail because (1) the statute specifi- 
cally requires that the decedent’s interest 
arise “under such contract or agreement” 
thereby eliminating the case where there 
is an interest arising in a different plan by 
virtue of a different contract or agreement; 
and (2) it seems unlikely that Congress 
could intend to include such payments 
where the company has a separate pension 
plan and to exclude them where the com- 
pany gives only death benefits. This possi- 
ble argument should be considered, however, 
in order that there be no inadvertent blend- 
ing of the death benefits with other plans. 


5 Proceedings of New York University Thir- 


teenth Annual Institute on Federal Taxation 
(1955), p. 289. 


Death Benefits 


This is not to suggest that this writer 
believes that the inclusion of the two schemes 
in one agreement where the two plans are 
separate would cause inclusion by virtue 
of Section 2039, but merely that the Com- 
missioner might so argue. Keeping death 
benefits as separate as possible from other 
schemes is merely stiggested as a preven- 
tive measure. 


Finally there is Section 2041, which poses 
the same problem as old Section 811(f): 
If the employee has, at the date of his death, 
power to change the designation of bene- 
ficiary, he has a power of appointment. In 
considering this problem care should be 
given to avoid describing beneficiaries in 
unnecessarily general terms, thereby leav- 
ing open the possible contention that the 
decedent, to the extent he could open, 
close or create a class, retains a power of 
appointment (for example, remarriage cre- 
ates a new “widow”). Where possible, 
therefore, beneficiaries should be named 
with particularity. 


Perhaps a word about life insurance 
(Section 2042) would be in order. Under 
Section 811(g) the proceeds would have 
been included in the estate if the decedent 
had paid the premiums or had had an 
interest. Thus, if this plan could be called 
a life insurance scheme, it might have been 
included in the estate under Section 811(g). 
(Cf. Commissioner v. Treganowan, 50-1 ustc 
7 10,770, 183 F. (2d) 288 (CA-2).) Under 
Section 2042 the premium test has been 
removed * so that all that is required is to 
insure that decedent has no interest in the 
proceeds. This is the same problem as 
previously discussed under Section 2037 
and therefore need not be repeated. 


Conclusion 

From the foregoing discussion it seems 
clear that an agreement to make death 
benefit payments to a named beneficiary 
would not result in the inclusion of the 
death benefit payments in the decedent's 
estate providing: (1) decedent has no in- 
terest within the meaning of Section 
2037(a)(2), Section 2037(b) or Section 
2042; (2) decedent has no interest or rights 
within the meaning of Section 2039; and 
(3) decedent has no power to change bene- 
ficiary so as to give him a power of ap- 
pointment within the meaning of Section 


2041. [The End] 


* Senate Finance Committee Report on H. R. 
8300, 3 United States Code Congressional and 
Administrative News 4758 (83d Cong., 2d Sess., 
1954). 
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Installment Obligations 
in a Kimbell-Diamond Type 


This article discusses the tax consequences resulting from 


a distribution of installment obligations by a 
subsidiary to its parent in a Kimbell-Diamond 


type of liquidation. 
follow: a stepped-up basis for 


the assets acquired and a knotty ‘‘loophole’ 


1 [eves THE 1939 CODE a corporation 
/ intending to acquire assets of another cor- 
poration was faced with a serious tax problem 
when such assets had appreciated in value 
and the owners were willing to sell the 
stock but not the assets. The buyer thus 
had to acquire the stock of the corporation 
and then proceed to liquidate the corpo- 
ration in order to obtain its assets. Under 
Section 112(b)(6) no gain or loss would be 
recognized to the parent corporation when 
it liquidated the acquired subsidiary, As 
a corollary to this rule of nonrecognition, 
Section 113(a)(15) provided that the basis 
of the distributed assets to the parent would 
be the same as the basis of the assets in 
the hands of the liquidating subsidiary. 
These therefore, seemingly pre- 
vented a corporate buyer from obtaining a 
stepped-up basis of the assets acquired upon 
the subsidiary’s liquidation, even though the 
purchase price of the stock was based on 
the fair market value of the assets rather 
than on their basis for tax purposes. 


sections, 


A court-made exception developed to this 
rule of carry-over basis in the case of com- 
plete liquidation of a controlled subsidiary 


1 Kimbell-Diamond Milling Company, CCH 
Dec, 17,454, 14 TC 74 (1950), aff'd, 51-1 ustc 
§ 9201, 187 F. (2d) 718 (CA-5), cert. den., 342 
U. S. 827. See also Commissioner v. Ashland 
Oil & Refining Company, 38-2 ustc § 9580, 99 F. 
(2d) 588, cert. den., 306 U. S. 661; Koppers Coal 
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From such a transaction two results 


’ 


problem for Congress. 


when it was shown that the parent had 
purchased the stock of the subsidiary for 
the purpose of acquiring its assets and that 
the parent promptly liquidated the sub- 
sidiary and thus, in fact, acquired the assets. 
The courts in essence concluded that in 
such a situation the two steps—the stock 
purchase and the liquidation—were to be 
considered as a single transaction, namely, 
the purchase of property; that therefore no 
Section 112(b)(6) liquidation was involved; 
and therefore the carry-over basis provi- 
sions of Section 113(a)(15) were inappli- 
cable, and the basis of the assets acquired 
was the cost of the stock. After the lead- 
ing case, this so-called “acquisition of assets” 
approach was commonly referred to as the 
Kimbell-Diamond* principle. 

Now let us suppose that in a Kimbell- 
Diamond situation the assets of the acquired 
subsidiary contain installment obligations, 
which are distributed to the parent in the 
process of the subsidiary’s liquidation. What 
would have been the tax consequences of 
such a distribution? 

Under Section 44(d), any “disposition” 
of an instailment obligation is a taxable 


Company, CCH Dec. 15,179, 6 TC 1209 (1946); 
Ruth M. Cullen, CCH Dec. 17,513, 14 TC 368 
(1950); John Simmons Company, Inc., CCH 
Dec. 17,426, 14 TC 29 (1950); Kanawha Gas & 
Utilities Company v. Commissioner, 54-2 vustc 
{ 9508, 214 F. (2d) 685. 
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Liquidation 


event, resulting in the acceleration of the 
gain which remained deferred by reason of 


the election to report the gain on the in- 
stallment method. The distribution of an 
installment obligation in connection with a 
corporate liquidation is such a “disposition.” 
But Section 44(d) expressly stated that if 
the liquidation was tax free under Section 
112(b) (6) “then no gain or loss with respect 
to the distribution of such obligation shall 
be recognized to the distributing corpora- 


tion.” 


With this background we now turn to the 
main issue to be discussed: Would this 
exception have been applicable to a distribu- 
tion of an installment obligation by a sub- 
sidiary to its parent in the course of a 
Kimbell-Diamond liquidation ? 

This writer could find no case deciding this 
issue. But it would seem that the Com- 
missioner would argue that in a Kimbell- 
Diamond transaction there is no liquidation 
under Section 112(b)(6) and, therefore, the 
assets of the subsidiary obtain a stepped- 
up basis in the hands of the parent which 
does not have to inherit the subsidiary’s 
basis of such assets; and that the taxpayer 
could not claim that for purposes of ob- 
taining a stepped-up basis for the assets, 
the transaction is not a Section 112(b) (6) 
liquidation, but that it was such a liquidation 
for purposes of distributing the installment 
obligation tax free to the parent. The Com- 
missioner might therefore have pressed the 
view that in a Kimbell-Diamond situation 
the distribution of an installment obligation 
to the parent on the subsidiary’s liquidation 


By MAX WEINGARTEN 


Bronson, Bronson & McKinnon, 
San Francisco 


was a “disposition” of such obligation by 
the subsidiary and thus a taxable event.’ 


Under 1954 Code 
Sections 332 and 334(b)(1) of the 1954 


Code, to the extent applicable to our prob- 
lem, incorporate the law as it existed in 
Sections 112(b)(6) and 113(a)(15) of the 
1939 Code, by stating that no gain or loss 
will be recognized if a corporation liquidates 
a controlled subsidiary, and as a result of 
such nontaxable liquidation there is a carry- 
over basis to the distributee-parent. The 
change made by the 1954 Code that will 
affect our problem is the enactment of 
Section 334(b)(2), which is the statutory 
equivalent to the Kimbell-Diamond rule. Un- 
der the conditions and to the extent pro- 
vided in Section 334(b)(2), the parent 
corporation, upon the complete liquidation 
of a subsidiary under Section 332, now 
takes the distributed property at a substi- 
tuted basis of its cost for the shares of the 
subsidiary. 

Under this statute it would seem that in 
the Kimbell-Diamond type liquidation, the ac- 
quiring corporation will obtain a stepped- 
up basis for all assets, which presumably 
include the installment obligations. But 
does this mean that to the extent that the 
basis of the installment obligation is stepped 
up there is a corresponding realization of 
income by the liquidating corporation? To 
find the answer to this question we turn 
to Section 453(d)(4), which reads as fol- 
lows: 

“Effect of distribution in certain liquida- 
tions.— 





2 The parent company might argue that under 
the ‘‘acquisition of assets’’ approach of the 
Kimbell-Diamond theory, the corporate entity 
of the subsidiary should be disregarded and that 
therefore no ‘‘disposition’’ of an installment 
obligation by the corporation on its liquidation 
takes place. But even though the courts have 


Kimbell-Diamond Liquidation 


adopted this approach for purposes of allowing 
a stepped-up basis to the acquiring corpora- 
tion, they have seemingly refused to extend the 
application of this principle to other areas. (See 
H. B. Snively, CCH Dec. 19,458, 19 TC 850 
(1953), aff'd, 55-1 usrc § 9221, 219 F. (2d) 266 
(CA-5).) 
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The author contends that a valid argu- 
ment can be made that in a Kimbell- 
Diamond type liquidation, the 

parent company, upon dissolution 

of the acquired subsidiary, realizes 


no gain or loss under Section 332. 


“(A) Liquidations to which section 332 
applies.—If— 

“(i) an installment obligation is distrib- 
uted by one corporation to another corpora- 
tion in the course of a liquidation, and 


“(ii) under section 332 (relating to com- 
plete liquidations of subsidiaries) no gain 
or loss with respect to the receipt of such 
obligation is recognized in the case of the 
recipient corporation, 


“then no gain or loss with respect to the 
distribution of such obligation shall be 
recognized in the case of the distributing 
corporation.” 


We notice that this section expressly 
states that where an installment obligation 
is distributed in a liquidation of the con- 
trolled corporation under Section 332, no 
gain or loss is realized from such distribu- 
tion to the subsidiary. While for the rea- 
sons above stated the government’s argument 
that this result should not be reached in a 
Kimbell-Diamond situation would seem valid 
under the 1939 Code, it seems to this writer 
that it is not valid under the 1954 Code. 
The 1954 Code incorporates the Kimbell- 
Diamond doctrine in a _ separate section, 
namely 334(b) (2). If Congress had intended 
to deny the benefit of Section 453(d)(4)(A) 
to a Kimbell-Diamond situation it could have 
easily done so by stating that Section 453 
(d)(4)(A) does not apply in a Section 332 
liquidation where the parent gets a substi- 
tuted basis for the installment obligation 
under Section 334(b) (2). 


This argument is especially persuasive be- 
cause in situations where Congress intended 
to exclude the application of a certain sec- 
tion to a Kimbell-Diamond situation, it adopted 
the method just described. Thus Section 381 
(a), dealing with carry-overs in certain 
corporate acquisitions, reads as follows: 


“Carryovers in Certain Corporate Acqui- 
sitions. 


“(a) General rule—In the case of the 
acquisition of assets of a corporation by 
another corporation— 


*See Major Tax Problems (Proceedings of 
the University of Southern California Eighth 
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“(1) in a distribution to such other cor- 
poration to which section 332 (relating to 
liquidations of subsidiaries) applies, except 
in a case in which the basis of the assets 
distributed is determined under section 334(b) 


(2)... .” (Italics supplied.) 


Section 453(d)(4)(A) contains no such 
limitations and simply states that in a situa- 
tion where a distribution is tax free under 
Section 332 the distributing company real- 
izes no income on the distribution of the 
installment obligation. Section 453(d)(4) 
(A) does not exclude its applicability to a 
liquidation of a controlled subsidiary when 
the basis is determined under Section 334 


(b) (2). 


In view of the above it seems that a 
valid argument can be made that in a 
Kimbell-Diamond type liquidation, the parent 
company, upon dissolution of the acquired 
subsidiary, realizes no gain or loss under 
Section 332 and obtains a new basis for 
the assets acquired under Section 334(b) (2), 
and that under Section 453(d)(4)(A) the 
subsidiary realizes no gain or loss upon 
distribution in the process of liquidation of 
installment obligations to the parent. 


The argument might be made that Con- 
gress intended this result: When the stock 
of the corporation was sold, the price paid 
therefor reflected the fair market value of 
the installment obligations and the selling 
shareholders already paid a capital gains tax 
which included the gain allocable to the 
installment obligations; therefore, it would 
not be correct to say that the income from 
the installment obligation had escaped tax- 
ation; all that happened is that income has 
escaped “double taxation,” which is con- 
sistent with the treatment of other property 
as to which the parent corporation obtains 
a substituted basis under Section 334(b) (2). 


This argument, however, overlooks the 
peculiar tax consequences which flow from 
a taxpayer’s election to report a gain on 
the installment method, which election causes 
“double taxation” on disposition of install- 
ment, obligations, even though no such 
“double taxation” applies to the disposition 
of any other kind of property. Here are 
some examples of this principle: 


(1) The distribution of corporate assets 
to a sharehelder in complete liquidation of 
the corporation is treated as received in full 
payment in exchange for the stock, thus 
giving rise to a taxable event;* but no gain 
or loss is realized by the corporation from 


Annual Institute on Federal Taxation) (1956 
Ed.), p. 430. 
* 1954 Code Sec. 331. 
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If Congress had intended to deny the 
benefit of Section 453(d)(4)(A) to 

a Kimbell-Diamond situation it 

could have easily done so by stating 


that 453(d)(4)(A) does not apply in a 
Section 332 liquidation where the 
parent gets a substituted basis 


for the installment 
obligation under Section 334(b)(2). 


the mere distribution of its assets in liqui- 
dation no matter how appreciated or depre- 
ciated in value, Yet, this nonrecognition rule 
does not apply when installment obligations 
are distributed in liquidation and such a 
distribution is a taxable event to the liqi- 
dating corporation which must include in 
its gross income for the year of final liqui- 
dation the previously unreported profits 
reflected in the installment obligations dis- 
tributed. 


(2) Section 311 of the 1954 Code has 
resolved the long controversy between the 
Treasury and the taxpayer as to whether 
a corporation realizes taxable income from 
the distribution of appreciated property as 
a dividend in kind to its shareholders, by 
stating that such a distribution is not a 
taxable event to the corporation; but Sec- 
tion 311 expressly exempts the distribution 
of installment obligations from this rule. 
This is another example of “double taxa- 
tion” when installment obligations are in- 
volved. 


(3) A similar result is observed under 
Section 337, which was enacted by the 1954 
Code to eliminate the double taxation which 
resulted from the sale by a corporation of 
its assets followed by its liquidation (Com- 
missioner v. Court Holding Company*) as 
compared with a single tax on the share- 
holder level if the corporation liquidated 
and the shareholders then made the sale 
(U. S. v. Cumberland Public Service"). Sec- 
tion 337 in substance provides that if a 
plan of complete liquidation is adopted and 
within 12 months thereafter all the net 
assets of the corporation are distributed in 
complete liquidation, then no gain or loss 
is recognized to the corporation from the 
sale or exchange by it of its property 
within such 12-month period. However, the 
section expressly exempts from the defini- 
tion of “property,” and therefore from the 


application of the nonrecognition rule, in- 
stallment obligations which were acquired 
by the liquidating corporation prior to the 
adoption of the plan of liquidation. As to 
those installment obligations, the corpora- 
tion does realize gain on their sale or ex- 
change, or on their distribution in liquidation 
to the corporate shareholders.® 


The reason why “double taxation” results 
from the disposition of an installment obli- 
gation is rather well stated in the report 
of the House Committee on Ways and 
Means relative to Section 44(d) of the 
Revenue Act of 1928, which reads, in part, 
as follows: 


“Gain or loss upon disposition of installment 

obligations.—Subsection (d) contains new 
provisions of law to prevent evasion of 
taxes in connection with the transmission 
of installment obligations upon death, their 
distribution by way of liquidating or other 
dividends . . . or in connection with 
similar transactions. The situations above 
specified ordinarily do not give rise to gain 
and yet at the same time it is urged that 
they permit the recipient to obtain a greatly 
increased basis in his hands for the prop- 
erty received It therefore seems 
desirable to clarify the matter. The install- 
ment basis accords the taxpayer the priv- 
ilege of deferring the reporting at the time 
of sale of the gain realized, until such time 
as the deferred cash payments are made. 
To prevent the evasion the subsection termi- 
nates the privilege of longer deferring the 
profit if the seller at any time transmits, dis- 
tributes, or disposes of the installment obliga- 
tions and compels the seller at that time to 
report the deferred profits.”*® (Italics supplied.) 


The above discussion indicates to this 
writer that the peculiar result of Sections 
332, 334(b)(2) and 453(d), whereby in a 
Kimbell-Diamond type liquidation the parent 
realizes no gain or loss on the subsidiary’s 
liquidation, but obtains a stepped-up basis 
for the assets acquired, including installment 
obligations, without the subsidiary realizing 
any gain on the distribution of such install- 
ment obligation to the parent, 
intended by Congress but is the result of 
a technical loophole.” Whether the Com- 
missioner will acquiesce to this result or 
seek relief from the legislature, or will try 
to close the loophole by court action, re- 


mains to be seen. [The End] 


was not 





5 Regs. Sec. 39.22(a)-20; see also I. T. 3586, 


1942-2 CB 65. 
6 45-1 ustc f 9215, 324 U. S. 331. 
50-1 ustc { 9129, 338 U. S. 451. 
§ 1954 Code Sec. 453(d)(4)(B). 


Kimbell-Diamond Liquidation 


® 1939-1 (Pt. 2) CB 384, 394. 

% See New York University Fourteenth An- 
nual Institute on Federal Taxation (1956), p. 
1420. 
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This article charges that the Treasury's position in regard to the dividend 
received credit is forcing taxpayers to litigate the issue. 


The Individual Dividends 
and Capital 


NTOTWITHSTANDING the _ excellent 

job which the Treasury Department 
and the Internal Revenue Service have been 
doing in construing and applying the 1954 
Code, it is probably inevitable that certain 
aberrations will appear. It is probably 
equally inevitable that those which appear 
will not be “little ones.” At least, the 
position taken in connection with the indi- 
vidual dividends received credit and the 
alternative tax is a behemoth.’ 


Any careful study of the statutory pro- 
visions must lead one to the conclusion that 
the Treasury and the Service have taken a 
position contrary to the plain meaning of 
the statutes, and asserted a construction of 
the statute to impose a limitation which was 
not only not intended by Congress but 
which was specifically rejected by Congress. 


The problem created by the Treasury is 
widely understood but it may serve a use- 
ful function to outline it for general cir- 
culation. It arises as follows: 


By Section 34(a),? it was provided that 
an individual should receive “a credit against 
the tax imposed by this subtitle” in respect 
of dividends received from domestic cor- 
porations.’ The same section provides that 
the dividends which are “excluded” from 


1Cf. Job, 40:23: ‘‘Behold, he drinketh up a 
river, and hasteth not: he trusteth that he can 
draw up Jordan into his mouth.’’ In partial 
defense of the elaborate metaphor, it is sub- 
mitted, without citation of authority, that aber- 
rations do come in different sizes. It is not the 
purpose here to re-examine the legislative policy 
in enacting the dividends received credit. It is 
suggested that this policy is to be determined 
solely by Congress. 

2 All citations are to the Internal Revenue 
Code of 1954 unless otherwise indicated. 

* Certain dividends from domestic corpora- 
tions are ineligible for the credit, namely, (1) 
dividends excluded from gross income under 
Sec. 116 and (2) dividends from (a) insurance 
companies described in Sec. 34(c)(1); (b) China 
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gross income under Section 116 shall not 
enter into the computation of the credit. 
The basic amount of the credit is then 
established at 4 per cent of the qualifying 
dividends received. 


The allowance of the basic amount of 
credit without limitation could create some 
strange results. It woud be possible in a 
number of cases to eliminate the tax 
altogether where dividends constituted a 
substantial portion of gross income and 
there were a number of deductions for 
expenses, nonbusiness deductions and per- 
sonal exemptions. In order to avoid strange 
results, Congress provided that the basic 
amount of credit should be subject to two 
alternative limitations. The first is that the 
credit may not exceed the actual tax 
liability shown on the return.*’ This makes 
it clear that the credit cannot create or 
increase a refund. The second limitation is 
that the allowable amount of the credit 
shall not exceed 4 per cent of “the taxable 
income for the taxable year.” ° 


In the statutory provisions which resulted 
in the Internal Revenue Code of 1954, the 
draftsmen very carefully eliminated a num- 
ber of varying concepts of income figures ° 
and substituted a general phrase and defi- 
nition of “taxable income” in Section 63. 


Trade Act corporations; (c) charitable, etc., 
corporations (Sec. 34(c)(3)(A)); (d) farmers’ 
cooperatives (Sec. 34(c)(3)(A)); and (e) corpo- 
rations receiving income from United States 
possessions (Secs. 34(c)(3)(B) and 931). See 
also special rules in Sec. 34(d). 

* Sec. 34(b)(1). 

5 Sec. 34(b)(2). The percentage was 2 per 
cent for taxable years ending before January 1, 
1955. 

*Such as ‘‘net income,”’ “‘normal tax net in- 
come,"’ ‘“‘surtax net income,”’ ‘‘adjusted net 
income"’ and ‘‘corporation surtax net income.”’ 
See H. Rept. 1337, 83d Cong., 2d Sess. (1954), 
p. A20; S. Rept. 1622, 83d Cong., 2d Sess. (1954), 
p. 170 (hereinafter cited as ‘“‘H. Rept.’’ and 
““S. Rept.,’’ respectively). 
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By DON V. HARRIS, Jr. 


Covington & Burling, 
Washington, D. C. 


Received Credit 
Gains 


This definition provides that “for purposes 
of this subtitle,” the phrase “ ‘taxable income’ 
means gross income, minus the deductions 
allowed by this chapter . i 


Here, it should be pointed out that the 
“subtitle” of both Section 34 and Section 
63, as well as of Section 1201, which will be 
discussed later, is Subtitle A, which includes 
all sections of the 1954 Code from Section 
1 through Section 1552. 


The problem which the Treasury and 
the Service have created relates to the com- 
putation of the dividends received credit 
when an individual has net long-term capital 
gains and finds it advantageous to calculate 
the alternative tax in respect of these gains.’ 
Under Section 1201(b), it is provided that he 
may compute his tax by the following 
alternative method. First, he starts with 
“taxable income” as previously determined 
under the definition of Section 63. Next, 
he subtracts from “taxable income” an 
amount equal to 50 per cent of the excess 
of his net long-term capital gains over his 
net short-term capital losses." On _ the 
balance he then computes a “partial tax’; 
and he adds to the partial tax thus com- 
puted an amount equal to 25 per cent of the 
excess of net long-term gains over net 
short-term capital The 
figure is the alternative tax which is payable 
in lieu of the tax computed under the 
ordinary method. 


losses. resulting 


The regulations, which have now become 
final, take the position that when this 
taxpayer computes the partial tax on his 
“ordinary” income, he must also recompute 
and reduce the dividends received credit 
on the basis of this lesser amount of 
ordinary income.’ The 1954.and 1955 Forms 
1040 instructed the taxpayer to make the 
recomputation in this case.” This is con- 
trary to the statute. The computation of the 
alternative tax in no wise affects or alters 
the definition of and amount of “taxable 
income.” 


Not only is the Code plain on its face, 
the statutory history states clearly that the 
credit is to be a credit against all income 
taxes including any capital gains taxes. 


The dividends received credit appeared 
as Section 34(a) of the House version of 
the 1954 Code™ It contained the same 
general language that the credit should be 
“a credit against the tax imposed by this 
subtitle ” It contained the same type 
of percentage limitations based on 
income” * 


“taxable 
and the same definition of taxable 
The Ways and Means Committee 
states flatly: 


income.” 


report ™ 


“The credit provided by this section is a 
credit against the taxes imposed by chapter 
1, including the alternative tax even though 
no income has been received by the taxpayer 
other than capital gains. pst 





‘That is, a maximum tax of 25 per cent. 


Sec. 1201(b). 

* The other 50 per cent has already been de- 
ducted under Sec. 1202 in computing ‘‘taxable 
income.”’ 

* Regs., Sec. 1.34-2(a). 

” 1954 Form 1040, Schedule J, line 7(c); 1955 
Form 1040, Schedule J, line 4(b). 

1H, R. 8300, 83d Cong., 2d Sess. 
1954). 


Dividend Received Credit 


(March 9, 


2 H. R,. 8300, above, Sec. 34(b). 

% H. R. 8300, above, Sec. 63. 

™H. Rept., p. Ald. 

*% The precise situation referred to 
hard to understand, but the meaning 
mistakable. The limitation of the credit to 
“the amount of taxable income’’ applies as a 
general limitation only, when taxable income 
“is less than the amount of dividends.” H. 
Rept., p. 7. The ‘‘deduction’’ method was re- 
jected. H. Rept., p. 7. 


may be 
is un- 
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The Senate Finance Committee reported 
out the provisions as passed by the House, 
without any changes in the provisions relevant 
to this discussion.” The Senate Finance 
Committee also made it clear that the credit 
is “a credit against tax,” and is not a 
credit based upon the amount of dividends 
which might be traced into taxable income. 
This report“ also states flatly: 


“The credit provided by this section is a 
credit against the taxes imposed by chapter 
1, including the alternative tax. oe 

The dividends received credit provisions 
were, of course, stricken on the floor of the 
Senate ” and did not appear in the bill which 
passed the Senate.” Provisions substan- 


tially in the form passed originally by the 
House and approved by the Senate Finance 
Committee were reinstated in conference ™ 
and subsequently accepted by both Houses.” 


The same type of problem which is out- 
lined here in connection with the individual 
dividends received credit appears in several 
other sections of the Code relating to 
“special deductions” for corporations.™ In 
each case, the “special deduction” contains 
a limitation based upon “taxable income.” ™ 
In its forms and instructions, the Treasury 
Department originally took the position 
that each “special deduction” should be re- 
computed upon each occasion when the cor- 
poration should claim the benefits of the 


% Calendar No. 1635 (June 18, 1954), p. 8. 

1S. Rept., p. 162. 

18 S,.Rept., p. 163. 

% Improving the language of the House report 
and re-emphasizing the point made in this 
comment. 

2° 100 Congressional Record 9060 (July 1, 1954). 
See also amendments offered by Senator John- 
son of Colorado (100 Congressional Record 9053 
(July 1, 1954)) and Senator Dworshak (June 
30, 1954). 

2 Senate Engrossed Amendments 
1954), No. 10. 

% Conference Report, H. Rept. 2543, 83d Cong., 
2d Sess. (1954), p. 4. 

22100 Congressional Record 11769 (July 28, 
1954) and 100 Congressional Record 11953 (July 
29, 1954). H. Con, Res. 263 and H. Con. Res. 
268 did not affect this point. 

*% Sec. 243, dividends received by corporations; 
Sec. 244, dividends received on certain preferred 
stock; Sec. 245, dividends received from certain 
foreign corporations; Sec. 247, dividends paid 
on certain preferred stock of public utilities; 
Sec. 922, Western Hemisphere Trade corpora- 
tions; and Sec. 941, China Trade Act corpo- 
rations. 

2% The aggregate deductions under Secs. 243- 
245 may not exceed ‘‘85 percent of the taxable 
income computed without regard to the deduc- 
tions allowed by sections 172 [net operating loss 
deduction], 243, 244, 245, and 247."" Sec. 246 
(b)(1). The Western Hemisphere Trade cor- 
poration special deduction is a calculated per- 
centage of ‘‘the taxable income of such corpora- 
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(July 2, 


alternative tax.% On March 15, 1956, the 
Treasury finally receded from its position 
in connection with corporate special de- 
ductions ™ and at that time made no com- 
ment on how this should affect individuals. 
Soon thereafter, however, there were pro- 
testing announcements™ stating that the 
Treasury would insist on complete incon- 
sistency in its construction of comparable 
provisions in the Internal Revenue Code. 


Shortly before this time, the Treasury 
had been pitched from a neighboring manger 
by legislation retroactively amending the 
Internal Revenue Code of 1939." For the 
last two or three years under the 1939 
Code,” the Treasury had taken the position 
that the corporate credits for dividends 
received,” for Western Hemisphere Trade 
corporations” and for dividends on pre- 
ferred stock of public utilities,“ which are 
now “special deductions,” “ should be recom- 
puted when the corporation claimed the 
alternative tax on capital gains. By express 
legislation, the Treasury was told that for 
1951 and later years under the 1939 Code its 
construction was erroneous, 


Taxpayers’ lawyers followed the course 
of this legislation carefully and attempted 
to obtain in the reports some expression of 
legislative intention under the 1954 Code. 
Apparently it was felt, however, that retro- 
active expressions of legislative intention 


tion computed without regard to this section."’ 
Sec. 922. The China Trade Act corporation spe- 
cial deduction is a calculated ‘‘proportion of 
the taxable income."’ Sec. 941(a). 

* See note following line 11, Schedule D, 
Form 1120, for 1954 and 1955. 

*™ News Release, IR 151, March 15, 1956; 
subsequently incorporated in Rev. Rul. 56-151, 
I. R. B. 1956-15, 12. 

*TIR 1 (April 11, 1956); 
1956-18, 51 (April 30, 1956). 

*” Pub. L. 399, 84th Cong., 2d Sess. (January 
28, 1956), 70 Stat. 8. 

* This history has not been thoroughly traced. 
See Rev. Rul. 54-28, 1954-1 CB 123, and Rev. 
Rul. 54-283, 1954-2 CB 177. It seems the trouble- 
some contention started in 1952. The Treasury 
was not completely dilatory since the Western 
Hemisphere limitation of Sec. 26(i), 1939 Code, 
came from Secs. 122(c) and 123 of the 1950 act; 
and the limitation for preferred stock of public 
utilities of Sec. 26(h), 1939 Code, came from 
Secs. 122(b) and 123 of the 1950 act. However, 
the limitation of Sec. 26(b), 1939 Code, on the 
corporation dividends received credit, in similar 
terms, had been in the Code since at least Sec. 
105(e)(1) of the 1942 act. The comparable over- 
all limitation for individuals, Sec. 12(c), 1939 
Code, was enacted as early as Sec. 4(b) of the 
Individual Income Tax Act of 1944 and Sec. 101 
of the 1948 act. 

% 1939 Code, Sec. 26(b). 

® 1939 Code, Sec. 26(i). 

% 1939 Code, Sec. 26(h). 

™ Secs. 243, 922 and 247. 


notice, I. R. B. 
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might not be completely proper, and the 
committee reports were confined to the 1939 


Code.” 


The burr under the Treasury saddle 
appears to be Merrill v. U. S.™ This, of 
course, was the case holding that, in apply- 
ing the over-all maximum rate for an 
individual who claims the benefit of the alter- 
native tax, the maximum shall be based on 
the amount of income upon which the 
partial tax is computed. The provisions of 
Section 1(c) of the 1954 Code are that the 
tax imposed by Section l(a) or Section 
1(b)(1) “shall in no event exceed 87 percent 
of the taxable income . . . .” Conceivably, 
the construction which this author thinks 
is proper in the case of the limitation on the 
dividends received credit should be applied 
under Section 1(c). However, all of the 
legislative history of the 1954 Code clearly 
states that the Merrill rule is to be applied 
under the over-all limitation. This is flatly 
stated in the report of the Ways and Means 
Committee " and in the report of the Com- 
mittee on Finance ™ as follows: 


“Section 1! of the bill also provides 
that the tax shall in no event exceed 87 
percent of the taxable income for the tax- 
able year. In cases where the alternative 
tax is imposed under section 1201 (b), the 
above limit shall apply to the partial tax 
only, in conformity with the holding in 
Charles E. Merrill v. United States (105 Fed. 
Supp. 379 (Ct. Cl., 1952)).” ® 


This plain expression of legislative inten- 
tion should not cause any particular diffi- 
culty. Although there may be some objections 
to the use of legislative history to give the 
same words different meanings,“ there should 
be no objection to Humpty Dumpty words 
when the expression of intention is unam- 
biguous. 


A further comment may be made on this 
problem. The Treasury appears to have 
tried to construct a completely artificial 
distinction between the “special deduction” 


% H. Rept. 1356, 84th Cong., Ist Sess. (1955); 
S. Rept. 1378, 84th Cong., 2d Sess. (1956). The 
bill, H. R. 7282, was introduced by Congressman 
Herlong of Florida on July 12, 1955. The bill 
was reported favorably by the Committee on 
Ways and Means on July 26, 1955, and passed 
by the House on July 27, 1955. The Senate 
Committee on Finance reported the bill favor- 
ably on January 12, 1956, and it was passed 
by the Senate on January 16, 1956. The Presi- 
dent signed the bill into law on January 28, 
1956. Rev. Rul. 54-28, 1954-1 CB 123, and Rev. 
Rul. 54-283, 1954-2 CB 177, have now been re- 
voked. See Rev. Rul. 56-242, I. R. B. 1956-22, 12. 

% 52-1 ustc f 9352, 105 F. Supp. 379 (Ct. Cls.). 
See I. T. 4103, 1952-2 CB 31. 


Dividend Received Credit 


provisions and the “credit” provisions. If 
there is a distinction, there is no difference. 
In particular, there is no difference in this 
case where the subject is not the “credit” 
or the “special deduction,” but rather is an 
alternative limitation which is placed on 
each by identical language. The credit is a 
credit “against the tax” imposed, and it 
makes no difference which of the several 
imposition sections determines “the tax.” 
If the Treasury’s attempted distinction were 
accepted, and even if it were assumed that 
there is some room for construction of 
these provisions, there is certainly no neces- 
sity for a “credit” provision to be con- 
strued consistently with a “rate limitation” 
provision. 

In essence, the position taken by the 
Treasury Department on the individual 
dividends received credit and the alteraative 
tax seems to be a plain case of substituting 
an administrative view for a Congressional 
provision. It is recognized that there may 
be some philosophical difficulty in saying that 
a dividends received credit may be allowed 
when, in fact, the tax being computed is 
not computed on dividends traceable into 
the partial income. However, it was not 
the approach of the Congress to require any 
tracing. Beyond showing that qualified 
dividends enter into gross income, the tax- 
payer has no responsibility for identifying 
or tracing dividends. The limitations are 
based on completely different concepts to 
prevent distortion of tax treatment as between 
persons having comparable taxable income. 


The rule-making power of the Treasury 
Department is broad and, in fact, is oc- 
casionally not exercised to the fullest.* 
This rule-making power, however, is not a 
power to alter the express provisions of a 
statute. In cases where the provisions may 
contain some ambiguity, because of the 
infinite number of variations in the fact 
situations to which they apply, the proper 
construction should be determined by the 





* H. Rept., p. A9. 

8S. Rept., p. 159. 

*® The only difference in the quotations is 
that the House report cites ‘‘Section 1° and 
the Senate report cites ‘‘Section 1(c).’’ 

* The reference is carefully to the ‘‘holding’’ 
and not to any rationale of Merrill. 

* See Bickel, ‘‘Strathearn S. S. Co. v. Dillon— 
An Unpublished Opinion by Mr. Justice Bran- 
deis,’”” 69 Harvard Law Review 1177, 1203-1204, 
and citations at footnote 22 therein. 

#@ See the strong committee comments in con- 
nection with the repeal of Secs. 452 and 462 in 
S. Rept. 372, 84th Cong., 1st Sess. (1955), 
pp. 4-5. 
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legislative history. Here there can be debates 
about the relative weights to be given to 
various levels of legislative history. It is 
well recognized, however, that great weight 
—and, in fact, determinative importance—is 
to be given to plain language of com- 
mittee reports which are accepted by both 
Houses of Congress without variation. Only 
if both the statute and the legislative history 
are unclear can the Treasury rule-making 


DEDUCTION OF RESERVES FOR 


power prescribe rules based upon an admin- 
istrative view of the philosophy of the 
statute. 

It is the estimate here that the Treasury’s 
position will clearly be held unreasonable 
by any court. The Treasury is only com- 
pelling taxpayers to litigate to obtain the 
tax treatment prescribed for them.” This 
certainly should not be within the policies 
of the Treasury. [The End] 


FUTURE EXPENSES AND 


DEFERRING OF PREPAID INCOME—Continued from page 528 


when it is impracticable to make precise 
calculations of income or outgo before the 
end of the year " 

Thus, it can be seen that the principles 
enunciated in the Beacon and Schuessler 
cases follow the principles of law clearly 
enunciated in the Harrold case. 

In Pacific Grape Products Company v. 
Commissioner, 55-1 uste § 9247, 219 F. (2d) 
862 (CA-9), rev’g and rem’g CCH Dec. 
18,723, 17 TC 1097, the taxpayer accrued the 
tax price of canned goods sold on December 
31 and at the same time deducted the esti- 
mated cost of labeling and preparing the 
goods for shipping and brokerage fees to be 
paid the following year. The United States 
Tax Court, with six judges dissenting, ac- 
cepted the Commissioner’s view that the 
deductions should be disallowed. The court 
of appeals reversed, saying that the system 
of accounting followed by the taxpayer had 
been adopted for years and was carried 
into effect by substantially all members of 
a large industry. Further, the court said 
that the system is one which appeals to it 
as being in line with plain common sense 
so that the court was at a loss to under- 
stand what could have prompted the Com- 
missioner to disapprove it. The court 
pointed out that, contrary to the Commis- 
sioner’s suggestion, the petitioner’s method 
of accounting would not reflect itself 
through income. It appeared to the court 
that the alterations demanded by the Com- 
missioner would wholly distort that in- 


come. 
The enactment of Sections 452 and 462 
of the Internal Revenue Code of 1954 and 


their subsequent repeal constitute no legis- 
lative history bearing on the construction 
of the provisions of the Internal Revenue 
Code of 1939. 


In words or intent, Sections 41 and 43 
of the Internal Revenue Code of 1939 were 
carried over into the Internal Revenue 
Code of 1954, to wit, Sections 441, 446 
and 461. See, also, Sections 451 and 454. 
The point, of course, is that Sections 452 
and 462 had been incorporated into the 
1954 Code. This may have demonstrated 
that Congress did not intend the general 
provisions of Sections 441, 446, 461, 451 
and 454 to embrace subject matter which 
had otherwise been precisely set forth in 
Sections 452 and 462. 


Sections 452 and 462, however, were 
really elections which taxpayers were given 
to exercise, the rights of which were sub- 
sequently repealed. 


In that view, it would seem that the 
general language should apply with equal 
force under the 1954 Code as it had under 
the 1939 Code. Of course, however, there 
would be some legislative history, or at 
least argument based on the legislative his- 
tory, which would indicate that Congress 
did not intend that the general provisions 
give taxpayers the right substantially to 
do, without the benefit of Sections 452 and 
462, what had been given to them under 
those sections and subsequently repealed. 


This may be one of the $64 million 
questions which the courts will some day 


have to answer in interpreting the 1954 
Code. [The End] 








* A quick glance at Statistics of Income for 
1952, Pt. I, shows that for 1952 there were 
4,218,722 returns reporting dividends (p. 26); 
also 2,034,196 returns reporting capital gains 
(p. 29), of which 80,700 returns used the alter- 
native tax (p. 33). It would seem a strong 
probability that substantially all the 80,700 
returns also reported dividends. With the pros- 
perity of subsequent years, there may well be 
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a higher number of taxpayers for 1954 and later 
years who report dividends and capital gains 
and who use the alternative tax rate. No guess 
is ventured here as to how many of these re- 
turns might report a gross amount of qualify- 
ing dividends greater than the amount on which 
the partial tax is computed. A careful study 
of Statistics of Income may furnish a basis for 


estimate. 





Tax Treatment of Research 
and Experimentation Expenditures 


By HOWARD P. SWANSON, Chicago Attorney 


The tax rules spell out the procedure of handling expenditures for 


research and experimentation. 


They are 


not clear, however, where the projects are not abandoned 
and where a useful life cannot be determined. This led to the enactment of 


Section 174. 


Now regulations have been 


proposed, but pending their finalization—well, let the author tell you. 


N the modern business world, it is often 

said that competition will soon eliminate 
a business which does not seek to improve 
its present products or to find new ones 
through research and experimentation. Con- 
sequently, it is not surprising that expendi- 
tures for research and experimentation are 
greater today than ever before. 

Coexistent with research and experimen- 
tation is the ever-present tax problem of 
determining whether expenditures should 
be capitalized or whether they constitute 
ordinary and necessary business expenses. 
It has been observed that “In the ordinary 
conduct of a manufacturing business the 
differentiation of capital expenditures and 
operating expense disbursements is largely 
a matter of sound discretion and experienced 
business judgment. The dividing line be- 
tween the two classes cannot be defined by 
statute and, so far as has come to our atten- 
tion, no court has ever yet attempted to 
make a definition that can apply to any case 
except the one under review.” ’ 


Notwithstanding this apparent area of 
doubt, the taxpayer has, throughout the 
years, been conspicuously unsuccessful in 
its efforts to treat research and experimen- 
tal expenditures as ordinary and necessary 


business expenses. Courts have consistently 
held that such expenditures incurred in the 
development of new processes or formulae 
or patents are capital expenditures.’ 


In addition, the regulations have been 
quite clear in providing that expenditures 
incurred for designs, drawings, patterns, 
models, or work of an experimental nature 
calculated to result in the improvement of 
the taxpayer’s product or facilities may be 
depreciated over its estimated period of 
usefulness if such a period may be esti- 
mated with reasonable accuracy. Except 
for such depreciation, the regulations have 
indicated that no deduction shall be made 
by the taxpayer against any sum so set up 
as an asset, except on the sale or other 
disposition of such asset at a loss or on 
proof of a total loss thereof.* However, in 
an attempt to further define the government’s 
position on the matter, Commissioner of 
Internal Revenue Dunlap appeared before 
the Joint Committee on Internal Revenue 
Taxation on April 4, 1952, and stated that: 


“It is the policy of the Bureau, where the 
taxpayer under its established method of 
accounting has adopted the practice of charg- 
ing to expense research and development 
costs, to allow such costs as deductions in 





1 American Seating Company, CCH Dec. 1588, 
4 BTA 649. 

2 Gilliam Manufacturing Company, CCH Dec. 
356, 1 BTA 967; Goodell-Pratt Company, CCH 
Dec. 1025, 3 BTA 30; Beawmont Company, CCH 
Dec. 1254, 3 BTA 822; John F. Canning, 
CCH Dec. 8248, 29 BTA 99; Hazeltine Corpora- 
tion, CCH Dec. 8891, 32 BTA 110; Claude Neon 
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Lights, Inc., CCH Dec. 9574, 35 BTA 424; Ad- 
dressograph-Multigraph Corporation, CCH Dec. 
14,387(M), 4 TCM 147; Hart-Bartlett-Sturtevant 
Grain Company, CCH Dec. 16,960, 12 TC 760, 
aff'd, 50-1 ustc { 9298, 182 F. (2d) 153. 

* Regs. 118, Sec. 39.23(1)-8: Regs. 111, Sec. 
29.23(1)-8; Regs. 103, Sec. 19.23(1)-8; Regs. 101, 
Art. 23(1)-8. See, also, Regs. 118, Sec. 39.23(1)-7. 
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computing net income. Such costs, how- 
ever, may include only such expenditures 
as would normally be considered to repre- 
sent research and development costs in the 
experimental or laboratory sense. Thus, in 
the case of experimental airplanes, the 
salaries of engineers working on develop- 
ment of the planes, the cost of materials 
which enter into the construction of the 
planes, the cost of test flights and similar 
expenditures are deductible as expense items. 
However, amounts paid out for new build- 
ings and equipment including tools which 
have a substantial life beyond the taxable 
year, or which are adaptable for use other 
than the particular research or development 
project for which they were constructed or 


acquired, must be capitalized even though 
such buildings or equipment are necessary 


for the particular research or development 
project. 


“On account of the difficulty of determin- 
ing the specific costs applicable to various 
projects and processes, as well as determin- 
ing in advance, or at any time prior to 
patenting or successful operations, the ac- 
tual cost of a successful research and de- 
velopment project, the Bureau has allowed 
all such costs to be deducted annually, 
except costs of obtaining patents. Many 
projects take as much as ten years or more 
to develop; many are unsuccessful; some 
unpatentable. Furthermore, wholly unlooked 
for products and processes are often dis- 
covered that have no relation to the original 
project. In large research laboratories many 
projects are going on at the same time and 
various scientific and technical men in dif- 
ferent lines are working on various phases 


of all of them at more or less the same time. 


“Research and development expenses us- 
ually are a necessary part of most busi- 
nesses. In the past these expenses have 
consistently been charged to expense by the 
large majority of such taxpayers, The 
problem of allocating such expenditures to 
individual projects, so as to write off amounts 


applicable to failures, is most difficult and 
would require elaborate accounting proce- 
dures. Over a period of years the deduction 
of such items as expenditures are made does 
not appear to create a materially different 
tax result from the capitalization of all 


such items and the later allowance of de- 
ductions for abandoned or worthless proj- 
ects and processes and the allowance of 


#CCH Standard Federal Tax Reports (1952 
Ed.), Vol. 5, { 6170. 

SCCH Dec. 21,351, 25 TC —, No. 44. 

* Regs. 118, Sec. 39.23(1)-8; Dresser Manufac- 
turing Company, CCH Dec. 10,790, 40 BTA 341; 
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depreciation on successful ones, . . . how- 
ever, agents of the Bureau have been in- 
structed to examine carefully all expenditures 
and allow only such items as are reasonable 
in amount in the light of existing circum- 
stances in each case.” * 


It would seem reasonable to expect that 
the above policy statement would clarify 
certain doubtful areas. However, reliance 
upon its efficacy merely raised another 
problem. 


In Red Star Yeast and Products Company * 
the taxpayer sought to rely upon Commis- 
sioner Dunlap’s statement before the joint 
committee as support for the treatment of 
certain payments as deductible business ex- 
penses. The Bureau claimed that the pay- 
ments should be capitalized. In its dictum, 
the Tax Court indicated that it believed the 
payments should be considered research and 
development costs in the laboratory or ex- 
perimental sense, as such terms were em- 
ployed by Commissioner Dunlap, and hence 
qualify for deduction as a business expense 
in accordance with said policy statement. 

However, the court held for the Commis- 
sioner, reasoning that “The statement of 
policy by Commissioner Dunlap is not in 
any way binding, absent provision for this 
view in the Internal Revenue Code or the 
Regulations appropriate to and promulgated 
thereunder.” The court further observed 
that “under the applicable provisions of the 
Internal Revenue Code and Regulations no 
election exists with respect to the treatment 
to be accorded to expenditures which are 
capital in nature. If challenged by the Com- 
missioner, they must be capitalized.” 


While the Red Star Yeast opinion was 
decided subsequent to the promulgation of 
the 1954 Code, it was based upon facts and 
circumstances which were governed by the 
1939 Code, and consequently is in accord- 
ance with court decisions under said law— 
the general tenor of which, as we have seen, 
was to the effect that most expenditures in- 


curred in research or experiments should be 
capitalized, and were recoverable through 
depreciation or amortization where the use- 
ful life was determinable. In the event that 
the projects were abandoned, the loss was 
deductible under Section 23(f) of the 1939 
Code.’ 


However, where projects were not aban- 
doned and where the useful life could not 
H. B. Perine, CCH Dec. 6711, 22 BTA 201; Acme 


Products Company, Inc., CCH Dec. 7186, 24 BTA 
194; Canning, cited at footnote 2. 
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be determined, taxpayers had no means of 
amortizing research expenditures.’ Such un- 
certainty, as well as a desire to encourage 
taxpayers to conduct research and experi- 


mentation, prompted Congress to frame 
Section 174 of the 1954 Code. 


Deductible Expenses 


Section 174(a) contains the general rule 
to the effect that research and experimental 
expenditures, paid or incurred during the 
taxable year in connection with a trade or 
business, may be treated as expenses not 
chargeable to a capital account. In so doing, 
the expenditures are allowed as a deduc- 
tion in such taxable year. 

While neither the Code nor the committee 
reports define “research and experimental 
expenditures,” Section 1.174-2(a) of the re- 
cently issued proposed regulations defines 
said term as “expenditures incurred in con- 
nection with the taxpayer’s trade or busi- 
ness which are not deductible under any 
other provision of the internal revenue laws 
and which represent research and develop- 
ment costs in the experimental or labora- 
tory sense.” It further provides that “the 
term includes generally all such costs inci- 
dent to the development of an experimental 
or pilot model, a plant process, a product, 
a formula, an invention, or similar property, 
and the improvement of already existing 
property of the type mentioned. The term 
does not include, for example, © ordinary 


trade or business expenses (such as expendi- 
tures for the ordinary testing or inspection 


of materials or products for quality control) 
or expenditures for efficiency surveys, man- 
agement studies, consumer surveys, and ad- 
vertising and promotions; nor does it include 
expenditures leading towards the creation 
or acquisition of goodwill, or like expendi- 
tures.” 


Notwithstanding the various explanatory 
attempts, the phrase “research and develop- 


ment costs in the experimental or labora- 
tory sense” still bears an air of ambiguity 


reminiscent of the fabled Delphic Oracle. 
As a means of shedding some light on the 
matter, it is submitted that the taxpayer 
might re-examine the statement of former 
Commissioner Dunlap before the Joint Com- 
mittee on Internal Revenue Taxation, quoted 
previously in this article. It will be recalled 
that in the case of experimental airplanes 


said costs were deemed to include the sala- 
ries of engineers working on development 


of the planes, the cost of materials which 
enter into the construction of the planes, the 
cost of test flights and similar expenditures. 

However, it should be recalled that the 
Tax Court, in the Red Star Yeast and Prod- 
ucts Company case, minimized the efficacy 
of Commissioner Dunlap’s statement when 
viewed in light of the provisions of the 
1939 Code and the regulations applicable 
thereto, wherein no election existed with 
respect to the treatment to be accorded to 
research and experimental expenditures which 
are of a capital nature. One can merely 
speculate as to whether the same view 
would prevail now that Congress has seen 
fit to permit such an election. 

Under Section 174(a) expenditures for 
research or experimentation may be allow- 
able as a current expense deduction, even 
though they result, as an end product of the 
research or experimentation, in depreciable 
property to be used in the taxpayer’s trade 
or business (proposed regulations, Section 
1.174-2(b)(2)). However, the Internal Rev- 
enue Service has also indicated that for the 


purpose of the preceding provision, amounts 
expended for research or experimentation 


do not include the costs of the component 
materials of the depreciable property, the 
costs of labor or other elements involved in 
its construction and installation, or costs 
attributable to the acquisition or improve- 
ment of the property. (Proposed regulations, 
Section 174-2(b) (4).) 

The foregoing qualification as to the type 
of expenditures which do not constitute 
research and experimental costs, when re- 
sulting in depreciable end products, appears 
to come extremely close to conflicting with 
the interpretation of “research and devel- 


opment costs in the experimental or labora- 
tory sense” as announced by former Com- 
missioner Dunlap before the Joint Committee 


on Internal Revenue in April of 1952. Per- 
haps a distinction might be found in the 


reference to the fact that the exclusion of 
the costs of component materials, labor or 
other elements involved in construction and 
installation, applies only with reference to 
situations where the research or experimen- 
tation expenditures result in depreciable 
property as an end product. If this be the 
case, is the taxpayer to infer that an experi- 
mental or pilot model, referred to in pro- 


posed regulations, Section 174-2(a), is not 
considered to be depreciable in nature? It 
would seem most advisable for the Internal 








? Mid-State Products Company, CCH Dec. 
20,157, 21 TC 696, 714; X-Pando Corporation, 
CCH Dec. 15,200, 7 TC 48. 
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Revenue Service to clarify this area of doubt 
surrounding its interpretation of the term 
“research and development costs in the ex- 
perimental or laboratory sense.” 

The proposed regulations make it quite 
clear that Section 174 applies not only to 
costs paid or incurred by the taxpayer for 
research or experimentation undertaken di- 
rectly by him, but also to expenditures paid 
or incurred for research or experimentation 
carried on in his behalf by another person 
or organization (such as a research insti- 
tute, foundation, engineering company or 
similar contractor), but only to the extent 
that the activities for which the expendi- 
tures are made are of a type which would 
in general result in expenditures under Sec- 
tion 174 if they had been undertaken directly 
by the taxpayer. (Section 1.174-2(a).) 

However, the Service has also indicated 
that if expenditures for research or experi- 
mentation are incurred in connection with 
the construction or manufacture of depre- 
ciable property by another, they are deduct- 
ible under Section 174(a) only if made upon 
the taxpayer's order and at his risk. No 
deduction will be allowed if the taxpayer 
purchases another’s product under a per- 
formance guarantee (whether express, im- 
plied, or imposed by local law) unless the 
guarantee is limited, to engineering specifi- 
cations or otherwise, in such a way that 
economic utility is not taken into account, 
or for any part of the purchase price of a 
product in regular production. (Proposed 
regulations, Section 174-2(b)(3).) 


A taxpayer may adopt the method of cur- 
ently deducting research or experimental 
expenditures without the consent of the Com- 
misioner for the first taxable year in which 
the taxpayer is subject to the 1954 Code 
and wherein such expenditures are paid or 
incurred. Upon adopting this method, it 
must be adhered to for the taxable year and 
for all subsequent taxable years, unless a 
change to a different method is approved 
by the Commissioner with respect to part 
or all of such expenditures. 

However, consent of the Commissioner 
must be obtained in the event that the tax- 
payer does not make the election for the 
first taxable year in which it is subject to 
the 1954 Code and in which such expendi- 
tures are paid or incurred. The Internal 
Revenue Service has indicated that no ap- 


8 T. D. 6118, par. 5(a)(3), 1955-1 CB 714. 

® Senate Finance Committee Report on the 
1954 Code, S. Rept. 1622 (83d Cong., 2d Sess.), 
p. 215. 

” Sec. 174(b). 
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plication for consent under Section 174 will 


be accepted before the date of promulgation 
of the regulations pertaining to that section. 
Such regulations, however, will provide a 
reasonable period of time within which tax- 
payers will be permitted to apply for such 


consent in the case of taxable years subject 
to the Internal Revenue Code of 1954 which 
end after the enactment of the Code and 


before the promulgation of the regulations 
for Section 174." 


Although a taxpayer may have elected to 
treat research and experimental expendi- 
tures as expenses, he may request an au- 


thorization to capitalize such expenditures 
attributable to a special project, In such a 


case, the capitalized amounts would be de- 
preciable over the determinable useful life 
of the property, or amortizable under the 
terms of subsection (b) of Section 174. The 
authorization with respect to the special 
project would not affect the method adopted 
with respect to the taxpayer’s regularly in- 
curred research and experimental expendi- 
tures.° 


Amortization 

Where research and experimental expen- 
ditures paid or incurred in connection with 
the taxpayer’s trade or business are charge- 
able to a capital account, and where the 
taxpayer does not elect to treat such ex- 
penditures as expenses under subsection (a), 
the Code permits the taxpayer to treat such 
expenditures as deferred expenses.” This 
alternative allows amortization of such ex- 
penditures over a period of not less than 60 
months as selected by the taxpayer, if the 
property resulting from the research and ex- 
perimental expenditures has no determinable 
life. Such amortization commences with the 


month in which the taxpayer first realizes 
benefits from such expenditures.” 


Section 174(b)(1)(C) appears to limit the 
election to defer and to amortize to expend- 


itures which might properly be deemed to 
be of capital nature. If the expenditures are 
considered to be ordinary and necessary 
expenses, it would seem that the taxpayer 
cannot avail itself of the amortization elec- 
tion with respect to such costs. Instead it 
would have to deduct such expenses in the 
year paid or incurred. Such a situation 


would require the taxpayer to determine the 
characterization of the expenditures in light 


" Although this qualification is found par- 
enthetically in the Code, it is conceivable that 
under certain circumstances its effect might 
prove to be disproportionate to its treatment 
in the Code. See further discussion of this point 
in the latter part of this article. 


TAXES—The Tax Magazine 








of the rather Delphic rules developed prior 
to the 1954 Code, inasmuch as Congress has 
not defined which research and experimen- 
tal expenditures are deductible expenses and 
which are of a capital nature. 

In the event that the property resulting 
from the research and experimental ex- 
penditures has a determinable useful life, 


Section 174(b) is inapplicable and the capi- 
talized expenditures must be amortized over 
such determinable life. Thus, if expendi- 
tures which the taxpayer has elected to 
defer and deduct ratably over a period of 
time in accordance with Section 174(b) 
result in the development of depreciable 
property, deductions for the unrecovered 
expenditures, beginning with the time the 
asset becomes depreciable in character, shall 
be determined under Section 167 (relating 
to depreciation). For example, for the tax- 
able year 1954, A, who reports his income 
on the basis of a calendar year, elects to 
defer and deduct ratably over a period of 
60 months research and experimental ex- 
penditures made in connection with a par- 
ticular project. In 1956, the total of the 
deferred expenditures amounts to $60,000. 
At that time, A has developed a process 
which he seeks to patent. On July 1, 1956, 
A first realized benefits from the marketing 
of products resulting from this process. 
Therefore, the expenditures deferred are 
deductible ratably over the 60-month period 
beginning with July 1, 1956 (when A first 
realized benefits from the project). In his 
return for the year 1956, A deducted $6,000; 
in 1957, A deducted $12,000 ($1,000 per 
month). On July 1, 1958, a patent protect- 
ing his process is obtained by A. In his 
return for 1958, A is entitled to a deduction 
of $6,000, representing the amortizable por- 
tion of the deferred expenses attributable 
to the period prior to July 1, 1958. The 
balance of the unrecovered expenditures in 


the amount of $36,000 ($60,000 minus $24,000) 
is to be recovered as a depreciation deduc- 


tion over the life of the patent commencing 
with July 1, 1958. Thus, one half of the 
annual depreciation deduction based upon 
the useful life of the patent is also deducti- 
ble for 1958 (from July 1 to December 31). 
(Proposed regulations, Section 174-4(a) (4).) 


The Code further provides that the ex- 
penditures which are elected to be treated 
as deferred expenses should be added to the 


basis of the property.” Similarly, the amounts 
allowed as ratable deductions of the de- 
ferred expenses are subtracted from the 
basis of the property.” 

The election to treat research and experi- 
mental expenditures as deferred expenses, 
and to amortize them, may be made for any 
taxable year beginning after December 31, 
1953, but only if made not later than the 
time for filing the return for the taxable 
year (including extensions thereof) in which 
the expenditures are paid or incurred.“ Once 
elected, the method and the period must be 
adhered to for the taxable year for which 
the election is made and for all subsequent 
taxable years unless a change to a different 
method (or to a different period) is au- 
thorized by the Commissioner with respect’ 
to all or a part of the research and experi- 
mental expenditures. As we have seen 
earlier, the Internal Revenue Service has 
indicated that applications for consent to 
make a change will not be accepted before 
the promulgation of regulations under Sec- 


tion 174. 


Inapplicable Expenditures 

Any expenditure for the acquisition or 
improvement of land or other property to 
be used in connection with the research or 
experimentation, and of a character which 
is subject to depreciation or depletion, is 
specifically excluded from the alternative 
treatment of Section 174.° Thus, expendi- 
tures in the nature of laboratory buildings, 
machines and equipment which might be 
used in connection with the research and ex- 
perimentation and yet do not become an 
integral part of the particular research 
project would seem to be excluded. Con- 
versely, it would seem that expenditures for 
items which by themselves might be de- 
preciable (such as an electric motor) but 
which do become an integral part of the 


particular research project or experiment 
would qualify for the optional treatment. 


However, as we have seen earlier, Section 
1.174-2(b)(4) of the proposed regulations 
indicates that in situations where expendi- 
tures are incurred in connection with the 
acquisition or production of depreciable prop- 
erty to be used in the taxpayer’s trade or 
business, amounts expended for research and 
experimentation do not include the cost of the 


component materials of the depreciable prop- 





12 Sec. 174(b)(1); Sec. 1016(a)(1). 

18 Sec. 174(e); Sec. 1016(a) (14). 

4 Sec. 174(b)(2). The Treasury Department 
has indicated that such an election shall be 
made by a statement attached to the taxpayer’s 
return for the first taxable year to which the 
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election is applicable. Such statement shall set 
forth the amounts of each type of such expendi- 
tures and the length of the period over which 
such expenditures are to be ratably deducted. 
T. D. 6118, par. 5(b)(1), 1955-1 CB 714. 

% Sec. 174(c). 
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erty, the costs of labor or other elements 
involved in its construction and installation, 
or costs attributable to the acquisition or 
improvement of the property. 

The Code further excludes from the op- 
tional treatment any expenditure for the 


purpose of ascertaining the existence, loca- 
tion, extent or quality of any deposit of ore 
or other mineral (including gas).” 


Patents 


It is not uncommon for the fruits of re- 
search and experimentation to result in 
ideas which are patentable. In such cases, 
the courts in the past have been rather con- 
sistent in holding that costs of developing 
epatents, secret processes, etc. (such as lab- 
oratory work and experimentation) are cap- 
ital expenditures and, therefore, the taxpayer 
has no option to treat such costs as de- 
ductible expenses.” Similarly, rent, traveling 
expenses, salaries of engineers, electricity 
and laboratory materials incurred in im- 
proving a taxpayer’s existing products and 
in developing new ideas (which ultimately 
proved to be patentable) have been required 
to be capitalized.” 


A literal application of Section 174(a) of 
the 1954 Code would encompass all of the 
above-mentioned expenditures; and, conse- 
quently, it would seem that a taxpayer 
could deduct such costs as they are paid or 
incurred. An examination of the committee 
reports gives no indication of any legislative 
intent to the contrary. However, as we have 
seen, the taxpayer is confronted with the 
task of determining what expenditures con- 
stitute “research and development costs in 
the experimental or laboratory sense.” This 
obstacle is particularly prominent when con- 
sideration is given to the fact that patents 
are considered to be depreciable property 
and the proposed regulations indicate that 
amounts expended for research or experi- 
mentation do not include the costs of the 
component materials of the depreciable prop- 
erty, the costs of labor or other elements 
involved in the construction and installation 
of depreciable property. Unless this area is 
clarified, the taxpayer may easily find him- 
self in a field fertile for litigation. 

The availability of the amortization elec- 
tion of Section 174(b) also presents certain 
difficulties. As we have seen, court decisions 
under the 1939 and earlier Codes have held 
that research and experimental expenditures 


16 Sec. 174(d). The treatment of such expendi- 
tures would come within the purview of Sec. 
615. 

1" See cases cited at footnote 2. 
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which lead to the issuance of a patent should 
be capitalized to the cost of the patent. 
Patents are considered properties which are 
depreciable over their life” (which is gen- 
erally 17 years, but which might be shorter 
due to the patent being subordinate to 
other patents). Thus it might possibly be 
claimed that research and experimental ex- 
penditures which result in the issuance of 
a patent do not satisfy the requirements of 
Section 174(b)(1)(C), namely, that the 
expenditures be chargeable to capital ac- 
count but not chargeable to property of a 
character which is subject to depreciation. 

However, it is doubtful that Congress 
contemplated an interpretation of this na- 
ture, which, in effect, would require an 
element of clairvoyance on the part of the 
one conducting research and experiments. 
In this respect, it is interesting to note that 
the proposed regulations regarding depre- 
ciation of patents or copyrights define the 
cost of a patent to “include the various 
Government fees, cost of drawings, models, 
attorneys’ fees and similar expenditures.” ” 
While the words “similar expenditures” do 
seem to be extremely ambiguous, it is note- 
worthy that the definition specifically omits 
the words “development or experimental 
expenses,” as found in Regulations 118, Sec- 
tion 39.23(1)-7, and in prior regulations. 
That this omission was intentional might 
be gathered from the reference (in said 
proposed regulations) to the fact that “For 
rules applicable to research and experi- 
mental expenditures, see Sections 174 and 
1016 and the regulations thereunder.” 


Consequently, it would seem, at this point, 
that research and experimental expenditures 
should not be included in the cost of a patent 
which would be subject to depreciation, and 
therefore such expenditures do qualify for 
the election to “defer and amortize” under 
Section 174(b), notwithstanding the fact that 
they might ultimately result in the issuance 
of a patent. 


However, as we have observed previously, 
Section 174-4(a) (4) of the proposed regula- 
tions resolves the uncertainty by indicating 
that where a taxpayer has elected to defer 
research or experimental expenditures and 
deduct them ratably over a period of time 
in accordance with Section 174(b), and where 
those expenditures result in the development 
of depreciable property (that is, a patent), 
the unrecovered portion of the expenditures 
shall be depreciated over the life of the 


% Claude Neon Lights, Inc., cited at foot- 
note 2. 

# Regs. 118, Sec. 39.23(1)-7. 

*” Proposed regs., Sec. 1.167(a)-6(a). 
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Unfortunately, says the author, Con- 
gress did not see fit to define the most 
important aspect of Section 174, 
namely, what expenditures constitute 
research and experimentation costs. 
The Internal Revenue Service has 
attempted to fill this void by defining 
the term ‘research or experimental 
expenditures’ as those incurred in 
connection with the taxpayer's trade or 
business which are not deductible 
under any other provision of the 
internal revenue laws and which 
represent research 

and development costs 

in the experimental or laboratory sense. 


patent, beginning with the time the asset 
becomes depreciable in character. 


Choice of Election 


Inasmuch as the inherent character of 
Section 174 is the alternative treatment 
available to a taxpayer with respect to re- 
search and experimental expenditures, a 
choice of election is inevitable. 


It will be recalled that Section 174 was 
promulgated so as to eliminate uncertainty 
and to encourage taxpayers to carry on re- 
search and experimentation. Unfortunately, 
Congress did not see fit to define the most 
important aspect of the section, namely, what 
expenditures constitute research and experi- 
mentation costs. The Internal Revenue Sery- 
ice has attempted to fill this void by defining 
the term “research or experimental expendi- 
tures” as those incurred in connection with 
the taxpayer’s trade or business which are 
not deductible under any other provision of 
the internal revenue laws and which repre- 
sent research and development costs in the 
experimental or laboratory sense. While the 
attempt to define such a term is praise- 
worthy, the resulting definition still leaves 
much to be desired. Now we are faced with 
the further problem of what constitutes “re- 
search and development costs in the experi- 
mental or laboratory sense.” In addition, 
the taxpayer has been told that where the 
end product of research or experimentation 
results in depreciable property to be used in 
the taxpayer’s trade or business, the costs 
of the component materials and the costs of 
labor or other elements involved in its con- 
struction and installation will not be deemed 


amounts expended for research or experi- 
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mentation. It is hoped that the Internal 


Revenue Service will take the necessary 
steps to resolve this area in closer accord 
with the spirit of Congressional intent con- 
cerning Section 174. 

In another area we have observed that 
the Section 174(b) election to “defer and 
amortize” contains a parenthetical provision 
with respect to when the amortization shall 
commence. Said provision specifies that the 
amortization shall commence “beginning with 
the month in which the taxpayer first real- 
izes benefits from such expenditures.” (Italics 
supplied.) Unfortunately, the key word, “bene- 
fits” is not defined in the Code. Does it 
mean “income” benefit, “economical” bene- 
fit, a benefit found in economic advantage, 
or any kind of benefit? It is extremely pos- 
sible that all of the various benefits may not 
be realized at the same time. In Section 
174.4-4(a)(3) of the proposed regulations 
the Internal Revenue Service has resolved 
this uncertainty by indicating that “in the 
absence of a showing to the contrary, the 
taxpayer will be deemed to have begun to 
realize benefits from the deferred expendi- 
tures in the month in which the taxpayer 
first puts the process, formula, invention, or 
similar property to which the expenditures 
relate to an income-producing use.” It should 
be noted that the wording of the above pro- 
vision still enables the taxpayer to bring 
forward evidence to support a different date 
on which he first realized benefits from the 
deferred expenditures. 


On the other hand, the choice of election 
under Section 174 may depend upon factors 
other than, or in addition to, the relative 
certainty or uncertainty of the respective 
alternatives. 


Where forthcoming years are expected 
to yield greater income than the year of 
expenditure or where the tax rates are ex- 
pected to increase in future years, amortiza- 
tion may prove to be more advantageous. 
Taxpayers with something less than an 
elephant’s memory might recall that under 
the excess profits tax provisions it was 
preferable to capitalize expenditures so as 
to achieve a higher invested capital figure. 
Consideration might also be given to the 
fact that where a sale of resulting patents 
is contemplated, capitalization would in- 
crease the basis of the patent and thereby 
minimize any gain. 

However, where tax rates are expected 
to decrease in future years or where the 
current year’s earnings are abnormally high 
in relation to contemplated future earnings, 
an immediate deduction would seem to be 
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of advantage. Where annual expenditures 
for research and experimentation are fairly 
constant, it would seem that the end result 
would be virtually the same whether the 
expenditures are amortized or immediately 
deducted. However, the immediate deduc- 
tion route would appear to be less burden- 
some, bookkeeping-wise. 

While the preceding discussion has dealt 
mainly with the two alternatives found in 
Section 174, it should be recognized that a 
taxpayer who does not elect to treat re- 
search and experimental expenditures under 


either of the methods provided for in this 
section may capitalize the full amounts 
thereof,” and thereby apparently come with- 
in the court interpretations under previous 
law.” Support for this may also be found 
in Section 1.174-1 of the proposed regula- 
tions, wherein it is provided that “research 
or experimental expenditures which are neither 
treated as expenses nor deferred and amor- 
tized under Section 174 are not deductible 
as trade and business expenses under Sec- 


tion 162.” [The End] 


GEORGIA SETTLES INCOME TAX TEST CASE 


The test case of a Georgia statute 
which imposes an income tax on for- 
eign corporations which do not main- 
tain an office in the state (Stockham 
Valves & Fittings, Inc. v. Williams, 
Docket No. A 48097, Superior Court, 
Fulton County, Georgia) has been 
dismissed, we have been informed by 
the law department of the National 
Association of Manufacturers. Imme- 
diately prior to going to trial, the 
Georgia authorities capitulated, volun- 
tarily refunded the income taxes that 
had been collected and requested that 
the cases be dismissed. Had the case 
reached trial, it would have provided 
an important test of the power of the 
states to tax income derived from 
sales transacted solely in interstate 
commerce, 


The valves and fittings manufac- 
turer was a Delaware corporation 
with its principal plant and place of 
business in Birmingham, Alabama. Its 
contention was that the Georgia stat- 
ute was unconstitutional and the tax 
“illegally collected.” 

Stockham Valves had operated in 
Georgia in 1949 with only a transient 
salesman traveling the state. In 1950, 
the company maintained only a sales 
promotional office in Georgia for 
a resident representative whose terri- 
tory covered several states. The main 
duties of the representative, as shown 
in the filed complaint, were “to keep 
in touch with contractors and users 
of pipe fittings and valves and to 





*1 Report cited at footnote 9, at p. 215. 

%See Miller, “‘Research and Development 
Costs,’’ Proceedings of New York Uniwersity 
Seventh Annual Institute on Federal Taxation 
(1949), p. 134; Rice, “‘Research and Develop- 
ment Costs,’"’ 25 Taxes 41 (January, 1947); 
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furnish technical information about 
petitioner’s products, and to encour- 
age the specifying of its products in 
orders to wholesalers and jobbers.” 
His function, therefore, was one of 
maintaining good will, as he did not 
have authority to confirm or accept 
orders, arrange credit, and the like, 
as all orders from Georgia customers 
were subject to acceptance by the 
manufacturer at Birmingham. Ship- 
ments of goods ordered by Georgia 
customers were made in interstate 
commerce by common carrier, f.o.b. 
Birmingham. 


The manufacturer was assessed and 
paid the Georgia income taxes for 
1949 and 1950. He then sued for a 
refund. Two grounds of illegality of 
the collection were contended: First, 
the broad statutory declaration of 
“doing business” under Georgia Code 
Section 92-3113 violated the due process 
clause of the Constitution and was 
a burden on interstate commerce con- 
trary to the commerce clause of the 
Constitution; second, the statute was 
unconstitutional as applied to the in- 
terstate operations of Stockham Valves, 
and the taxes collected should be 
returned. 


The action was originally contested 
by the State of Georgia, which showed 
a desire to litigate the issues raised. 
However, as noted above, before the 
case came to trial, the income taxes 
collected were refunded and the case 
was dismissed. 


Butters, ‘‘Taxation and New Product Develop- 
ment,’’ Harvard Business Review, Summer, 1945, 
p. 451; Van Anda, ‘‘Research and Development 
Expense Deduction,’’ Proceedings of New York 
University Bighth Annual Institute on Federal 
Taxation (1950), p. 617. 
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Loss Corporations 
and Carry-Overs 


By SYDNEY C. WINTON 


The author analyzes the several Code sections in an attempt 


to unravel policy on this subject. 


He concludes that there seems to be no clear-cut policy. Will you agree? 
There's Section 269 dealing with acquiring 
purpose, Section 382(a) on stock purchases, Section 382(b) for 


reorganizations, all making up a field 
which requires considerable plowing 


before you can get the first green shoot of understanding to pop through. 


HE PROBLEM of loss corporations 

involves principally the acquisition of 
corporations with net operating losses or 
with high cost assets which have depreciated 
in value, thereby representing an available 
unrealized loss which could be capital or 
ordinary, depending on the nature of the 
assets. The problem of the acquisition of 
loss corporations has been a perennial one 
in tax law. It was dealt with in the 1939 
Internal Revenue Code by Section 129 (now 
Section 269), which made the turn 
upon whether “the principal purpose for 
which such acquisition was made is evasion 
or avoidance of Federal income ie Sis 
The Commissioner did not fare well under 
this section in the courts." Not only was 
the fact issue of purpose generally resolved 
against him, but in other respects, too, the 
section received a surprisingly restrictive 
interpretation.’ 


issue 


Under the 1954 Code the problem became 
even more acute than it had been under 
the 1939 Code, because Section 381 liberal- 





1See Commissioner v. Chelsea Products, Inc., 
52-2 ustc § 9370, 197 F. (2d) 620 (CA-3); but cf. 
Coastal Oil Storage Company, CCH Dec. 21,652, 
25 TC —, No. 156 (1956); see Wage, Inc., CCH 
Dec. 19,301, 19 TC 249 (1952); Berland’s, Inc., 
CCH Dec. 18,057, 16 TC 182 (1951): Alcorn 
Wholesale Company, CCH Dec, 18,034, 16 TC 
75 (1951); Commodore’s Point Terminal Corpo- 
ration, CCH Dec, 16,602, 11 TC 41) (1948); 
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ized the availability of net operating losses 
to successor corporations. Congress there- 
fore adopted three new provisions intended 
to protect the revenues: 


(1) It provided for a pro-rata scaling- 
down of the net operating loss in certain 
types of reorganizations when the stock- 
holders of the loss corporation did not 
come out with a 20 per cent interest in the 
surviving corporation. 
382(b). 

(2) Congress also provided for the com- 
plete disallowance of the entire net operat- 
ing loss carry-over where two conditions 
exist: (a) As a result of the purchase or 
redemption of stock, the ten highest stock- 
holders of the corporation own at the end 
of the taxable year at least 50 percentage 
points more of its stock than they had 
owned at the beginning of the taxable year 
in question or at the beginning of the prior 
taxable year and (b) the corporation has 
not continued to carry on a trade or busi- 
ness substantially the same as it conducted 


This is Section 





= E. Dilworth Company v. Henslee, 51-2 UST 


{ 9413, 98 F. Supp. 957 (DC Tenn.). 
é& Container Corporation, CCH Dec. 17,641, 14 
TC 842 (1950). But see American Pipe & Steel 
Corporation, CCH Dec. 21,352, 25 TC —, No. 45 
(1955). 

2See Alprosa Watch Corporation, CCH Dec. 
16,559, 11 TC 240 (1948). 


Cf. A. B. 
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before the change in ownership. This is 
Section 382(a). 

(3) Congress further added to Section 
269 (the former Section 129 of the 1939 
Code) a presumption that the principal 
purpose of the transaction was evasion or 
avoidance of federal income tax where the 
consideration paid on the acquisition was 
substantially disproportionate to the sum of 
the basis of the corporate property and 
the tax benefits acquired. This is Section 
269(c). 

The above statement is a broad summary 
of the new provisions and is subject to 
considerable qualification, as will appear 


from the detailed discussion which follows. 


As mentioned, Section 381 of the 1954 
Code has liberalized the availability of net 
operating losses to successor corporations. 
Before the new section was adopted, the 
fact that the successor corporation was a 
different taxable entity usually barred it 
from using its predecessor’s net operating 
loss carry-over.’ It therefore became neces- 
sary, when planning a reorganization in 
which such a loss was a consideration, to 
preserve the corporate entity of the original 
loss corporation. The purpose of the new 
section was, to quote the Senate committee 
report, as follows: 

“The new rules enable the successor cor- 
poration to step into the ‘tax shoes’ of its 
predecessor corporation without necessarily 
conforming to artificial legal requirements 
which now exist in court-made law. Tax 
results are thereby made to depend 
less upon the form of the transaction than 
upon the economic integration of two or 
more separate businesses into a_ unified 
business enterprise.’” 


The new provisions of Section 381 are 
applicable to tax-free liquidations of sub- 


% New Colonial Ice Company, Inc, v, Helver- 
ing, 4 ustc § 1292, 292 U. S. 435 (1934); Libson 
Shops, Inc. v. Koehler, 56-1 ustc { 9216 (CA-8); 
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sidiaries under Section 332, to statutory 
mergers and to tax-free reorganizations in- 
volving the transfer of substantially all of 
the assets of one corporation to another. 
They are not, however, applicable to divisive 
reorganizations under Section 355. 


Notwithstanding the general aim of the 
amendments, there are still instances in 
which the tax consequences may differ as 
a result of the formal technicality of which 
corporate entity survives. For instance, the 
taxable year of the transferor corporation 
under Section 381(b)(1) must end on the 
day on which it transfers its assets; such 
year is deemed a taxable year prior to the 
current taxable year of the successor cor- 
poration (Section 381(c)(1)(C)). The result 
is that if it is the loss corporation which 
goes out of existence, then, unless both 
corporations are on the same taxable year 
and the transfer occurs on the last day 
thereof, another short taxable year is created 
which limits the period of the carry-forward 
accordingly. This can be obviated by ar- 
ranging to have the loss corporation con- 
tinue where feasible. So much for Section 
381. 

Let us consider next Section 382(b), 
which imposes limitations on Section 381 
so far as reorganizations are concerned. 
Preliminarily, it should be noted that the 
limitations of Section 382(b) apply whether 
the loss corporation is the transferor cor- 
poration or the acquiring corporation. 


Substantially, the section provides that 
if the stockholders of the loss corporation 
do not wind up with at least 20 per cent 
of the fair market value of the outstanding 
stock of the surviving corporation, the net 
operating loss carry-over must be propor- 
tionately reduced to the ratio of their ulti- 
mate stock interest to 20 per cent. In other 
words, if the loss corporation’s stockholders 


but see Stanton Brewery, Inc. v. Commissioner, 
49-2 ustc | 5941, 176 F. (2d) 573 (CA-2). 
*S. Rept. 1622, 83d Cong., 2d Sess., p. 52. 
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come out of the reorganization with only 15 
per cent of the stock interest in the surviv- 
ing corporation, the loss carry-over is re- 
duced to 15/20—or by 25 per cent. The 
mechanics for determining the ratio of re- 
duction are set forth in the statute as fol- 
lows: From 100 per cent you subtract five 
times the per cent of the fair market value 
of the outstanding stock which the loss 
corporation’s stockholders have in the sur- 
viving corporation. 


There is no requirement under Section 
382(b) that there should be no change in 
the business of the loss or surviving corpo- 
ration. This is by way of sharp contrast 
with the requirements of Section 382(a). 
All that is necessary is to meet the ordi- 
nary business purpose requirements of a 
“reorganization.” Presumably, this would 
eliminate reorganizations involving the mere 


shell of a loss corporation. 


There are two significant openings in 
Section 382(b). In the first place, it does 
not apply to a “B” reorganization *—that is, 
to the acquisition of at least 80 per cent 
of the stock of the loss corporation in ex- 
change for voting stock of the acquiring 
company. 


Since a “B” reorganization does not re- 
quire that any minimum percentage of the 


stock of the acquiring corporation be ex- 
changed in the reorganization, it is possible 
to acquire a loss corporation with a rela- 
tively small percentage of the stock of the 
acquiring corporation. This means that the 
loss corporation’s stockholders do not have 
to retain a 20 per cent interest in the sur- 
viving company as would be required if 


Section 382(b) applied. 


Once the new owners acquire the loss 
corporation in a “B” reorganization, they 
could utilize its loss by transferring to it 
income-producing assets so as to bring its 
income into line with its tax allowances. 
There is no positive requirement that the 
old business of the loss corporation be 
continued, though it would no doubt be 
advisable to do so. 


The second opening under Section 382(b) 
arises in connection with a modified “C” 
reorganization’—that is, a reorganization in 
which substantially all of the assets of a 
loss corporation are acquired by a subsidi- 
ary (which can be newly created) of a 
profitable corporation in exchange for stock 
of the profitable corporation, which would, 


5 Sec. 368(a)(1)(B). 
® Sec. 368(a)(1)(C). 
Sec, 368(a)(2)(C). 
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of course, become the parent corporation. 
This is now a permissible form of reorgani- 
zation." 

In determining whether the loss corpora- 
tion’s stockholders come out with the re- 
quired 20 per cent stock interest in the 
acquiring corporation (which would be the 
new subsidiary), paragraph 6 of Section 
382(b) provides that the stock of the 
parent corporation shall be treated as stock 
of the subsidiary in an amount valued at an 
equivalent fair market value. A study of 
the operation of this provision indicates 
that it may enable the continuing interest 
of the loss corporation’s stockholders to be 
watered down to an insignificant percentage 
in the new subsidiary as long as they re- 
ceive parent company stock of a value of 
20 per cent of the fair market value of the 
subsidiary—and presumably they would 
generally receive the full market value of 
the subsidiary. 


For example, assume that a large corpo- 
ration worth $10 million wishes to acquire 
the stock of a loss corporation worth 
$100,000. If the large corporation acquired 
the assets directly in a “C” reorganization, 
obviously the continuing interest of the 
loss corporation’s stockholders would be 
less than 20 per cent in the continuing 
corporation. Instead, the large corporation 
could organize a new subsidiary, which 
would acquire the assets of the loss cor- 
poration in exchange for stock of its parent, 
the large corporation. This stock could be 
common, or even voting preferred which 
could be callable. Let us suppose the value 
of this stock is equal to the full market 
value of the entire loss corporation—that 
is, $100,000. This parent company stock 
would be deemed to be stock of the sub- 
sidiary in an equivalent market value. Since 
the new subsidiary’s entire stock would be 
worth only $100,000, it appears on our as- 
sumed facts that the loss stockholders 
would have at least the requisite 20 per 
cent continuing interest. In fact, they would 
be deemed to own 100 per cent of the new 
subsidiary. 


Of course, after the subsidiary acquires 
the loss corporation’s assets, the parent 
could transfer income-producing assets to 
it to bring its income into line with its tax 
credits, as in the case of the “B” reorganiza- 
tion previously discussed. 


What I have said is based on the plain 
words of paragraph 6 of Section 382(b).* 


8’ The statutory language of Sec. 382(b)(6) 
(that the stock of the parent company owned 


(Continued on following page) 
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The legislative reports, however, do not 
cast much light on what was intended. 
Paragraph 6 was added in conference, and 
in connection with it the conference com- 
mittee’ states: 


“This is not intended to permit a cor- 
poration desiring the benefits of a net op- 
erating loss carryover from another cor- 
poration to water down the 20 percent re- 
quirement by first combining a subsidiary 
which can meet the 20 percent test with 
the loss corporation and then completely 
liquidating the enlarged subsidiary. The 
requirement that the shareholders of a loss 
corporation have a 20 percent continuity 
of interest is intended to apply to an interest 
in the corporation desiring to use the net 
operating loss carryover.” 


This certainly does not seem to preclude 
the type of transaction which we have dis- 
cussed, which does not involve a liquidation 
or other use by the parent corporation, as 
taxpayer, of the net operating loss. 


Let us now turn to Section 382(a), which 
bars carry-overs to a corporation where 
certain changes in stock ownership and 
business have taken place. Note prelimi- 
narily that it has no application where the 
changes of stock ownership result from a 
tax-free reorganization or recapitalization, 
because it is expressly limited to changes 
resulting from the purchase or redemption 
of stock. “Purchase” is defined in paragraph 
4 of that subsection as excluding an acqui- 
sition where the basis of the stock is not 
determined by cost. Another point to be 
remembered is that this subsection does not 
apply to a current loss of the corporation, 
but only to carry-overs. 


In order to bring this subsection into 
play, two conditions are necessary; the 
first relates to the change in stock owner- 
ship and the second to the change in busi- 


ness. Let us examine these in more detail: 





(Footnote 8 continued) 

by the loss corporation’s stockholders as a 
result of the reorganization should be treated 
as stock of the subsidiary of an equivalent 
value) could possibly be construed to mean 
that the total value of the stock of the sub- 
sidiary (the acquiring corporation) must be 
considered as including not only the value of 
the subsidiary’s actual stock, but in addition 
the value of the parent corporation's stock 
received by the stockholders of the loss cor- 
poration. This interpretation, however, would 
not present a serious problem, since—as the 
example discussed in the text shows—the effect 
would be that the loss corporation’s stockhold- 
ers would be considered to own 50 per cent 
rather than 100 per cent of the new subsidiary, 
which would still exceed the required 20 per 
cent. A contention to the effect that the loss 
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(1) Only changes in the stock ownership 
of the ten persons owning stock in the 
highest amount at the end of the taxable 
year in question are considered. If, how- 
ever, any other person owns the same 
amount of stock as one of the highest ten, 
the group is enlarged to include him. Also, 
if any person stands in an attribution rela- 
tionship to one of the highest ten, his name 
is also added to the group whose stock 
changes are to be considered.” 


Thus, in two instances the group may be 
larger than the highest ten stockholders. 


The percentage of the entire stock owned 
by each person in this group at the end of 
the taxable year is compared to his per- 
centage at the beginning of the same tax- 
able year and at the beginning of the 
preceding taxable year. This comparison 
is not made in number of shares, but by 
percentages of the outstanding stock which 
the shares represent. Stock means all stock 
except nonvoting preferred stock.™ If the 
comparison shows that there has been an 
increase of 50 percentage points in the 
holdings of any one or more of the group, 
the first condition of subsection (a) is 
satisfied. 


A corollary of what I have just stated 
is that unless the group owns at least 50 
per cent of the stock at the end of the 
taxable year in question, the subsection 
cannot apply. 


Another important feature to note is that 
changes in percentages resulting from death 
redemptions (Section 303),” gift or inherit- 
ance, or from purchase from a person in 
an attribution relationship under Section 318 
are not taken into account.” This last means 
that a purchase from a partner or by a 
beneficiary from an estate, or from a parent, 
a descendant or a spouse is not taken into 
account.“ Even more important, a pur- 
chase from a person who owns stock in 





stockholders must acquire a 20 per cent interest 
in the parent is faced with the clear indication 
in the committee reports that Congress be- 
lieved the subsection required the requisite 


20 per cent interest only in the subsidiary 
(see conference committee report, H. Rept. 
2543, 83d Cong., 2d Sess., p. 40), and paragraph 
6 of Sec. 382(b) prescribes the method of 
determining such interest. 

*H. Rept. 2543, 83d Cong., 2d Sess., p. 40. 

” Sec. 382(a) (2). 

11 Sec. 382(c). 

12 Sec. 382(a)(B) (ii). 

13 Sec. 382(a) (4). 

4 Secs. 382(a)(3) and 318. The considerations 
discussed in the text below as to pro-rata 
attribution through a corporation might also 
be applicable to pro-rata attribution through 
a partnership or estate. 
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The carry-over will be 

barred if the corporation fails 
to carry on substantially 

the same business 

as was conducted ‘‘before 

any change in stock ownership." 


another unrelated corporation in which the 
buyer is also a stockholder might appear 
to be exempt because he is a person the 
ownership of whose stock (at least in part) 
would be attributed to the buyer under 
Section 318(a)(1)(C). Section 318 is made 
applicable without regard to the 50 per cent 
limitation therein contained, which means 
that all the stock holdings (in another cor- 
poration) of any stockholder are attributed 
to the corporation and then in turn at- 
tributed to the stockholders of the corpora- 
tion pro rata. Unless the rule of de minimis 
applies, this could open wide gaps in the 
subsection. Thus, if the buyer and seller 
of stock in a loss corporation both happen 
to be stockholders, say of General Motors, 
it could be argued that, literally, Section 
382(a) would not apply to the transaction. 
On the other hand, it might be argued that 
only the pro-rata amount of stock that is 
actually attributed should be deemed ex- 
empted from the definition of purchase in 
subparagraph (4) of Section 382(a). This 
would require doing some violence to the 
language of the subparagraph. 


There are many other variations in at- 
tribution relationships which I have not 
the time to discuss today, but my point 
now is that by careful study of the defini- 
tion of purchase and the attribution re- 
lationships, it may be possible to avoid the 
impact of Section 382(a). 


(2) The second condition necessary to 
bring this section into play is a change of 
business. If there is no prohibited change 
in the business, the loss carry-over is avail- 
able even if ownership of all the stock has 
changed. This requirement disallows carry- 
overs only where the corporation has not 
continued to carry on a trade or business 
substantially the same as that conducted 
before any change in the percentage owner- 
ship of the stock.” This prohibition against 
change of business is generally considered 
as implying that the loss corporation must 
be in an active business, thereby excluding 
mere shell corporations. 


The language of the section raises many 
questions. Some, but far from all, answers 
are suggested by the committee reports. 


No business conducted by the loss cor- 
poration may be discontinued. The Senate 
committee report indicates that even a 
change in location of the business is sub- 
stantial enough to invoke this section. On 
the other hand, the same report states that 
the discontinuance of “a minor portion of 
its business” will not invoke the section.” 


Is the addition of a new business a 
change of business? Here the conference 
committee report” makes it clear that if 
the old business of the loss corporation is 
continued, it may also take on a new busi- 
ness without affecting the carry-over. This 
means that a loss corporation may acquire 
profitable businesses without hindrance un- 
der this section if it continues its old 
business, even though there has been a 
substantial change in stock ownership. 


Another series of questions relates to the 
time of change of business as compared 
with the time of the change in stock own- 
ership. Literally, the section seems to bar 
the discontinuance of any business which 
was conducted at any time before a change 
in stock ownership. However, the Senate 
committee ™ indicates that this relates only 
to a business conducted tmmediately before 
the change in stock ownership. In other 
words, a loss corporation does not forfeit 
its carry-over if a particular line of business 
is discontinued by it a considerable time 
before any change in stock ownership. 


Note, however, that the carry-over will 
be barred if the corporation fails to carry 
on substantially the same business as was 
conducted “before any change in stock own- 
ership.” Notwithstanding this broad lan- 
guage, the Senate committee report indicates 
that only the date of such changes in stock 
ownership as would be counted in deter- 
mining whether there had been a 50-per- 
centage-point increase in the holdings of 
the ten top stockholders is to be considered. 
Apparently, changes in the holdings of other 
stockholders or changes that wash out may 
be disregarded in determining the crucial 
time for changes in business. 

There are two important danger points 
to watch out for: 

First, even if at the time of the acqui- 
sition of the stock of a loss corporation you 
do not have the prohibited percentage change 
in stock ownership, you must watch such 





% Sec. 382(a)(1)(C). 
%S. Rept. 1622, 83d Cong., p. 285. 
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" H. Rept. 2543, 83d Cong., 2d Sess., p. 40. 
1% S. Rept. 1622, 83d Cong. 
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Care must be taken not to 

negotiate a deal which would be only 
in form a sale but which might not 

be recognized as a sale for tax 
purposes. Important factors to be 
considered are the 

reasonableness of the price, 

who has legal title, who 

in fact bears the economic risk 


and receives the economic benefits of 
the enterprise, 
and who has operational control. 


changes for the balance of the taxable year 
in question and until the end of the succeed- 
ing taxable year lest they bring about the 
prohibited change in stock ownership and 
result in disallowance of the carry-over. 


Second, you must check changes in the 
stock ownership and business of the loss 
corporation which occurred before your own 
transaction because the carry-over may be 
lost in the future or may already have been 
lost as a result of prior transactions. 


Let us turn now to Section 269 of the 
Code. The basic part of this section is 
old. It gives the Commissioner discretion- 
ary power to disallow deductions, credits 
and allowances where the principal purpose 
of the acquisition is to avoid federal income 
taxes. The committee reports on the 1954 
Code indicate that even if Section 382 is 
inapplicable, Section 269 may still be ap- 
plicable. There is, however, a suggestion 
that Section 269 becomes inapplicable if 
there is any disallowance by virtue of the 
operation of Section 382. The extent to 
which the Treasury and the courts will honor 
the legislative suggestion is not clear. It 
would be more prudent to guard against 
the possibility of concurrent application of 
these sections. 


This article will not discuss the older 
parts of Section 269. Subsection (c), which 
is new, creates a presumption of purpose 
to avoid federal income taxes where the 
consideration paid on the acquisition is 
substantially disproportionate to the aggre- 
gate of the adjusted basis of the property of 
the corporation and of the tax benefits not 
otherwise available. The Senate committee 
report” indicates that “substantially dis- 
proportionate” means substantially less. 

”S. Rept. 1622, 83d Cong., p. 284. 


2S. Rept. 1622, 83d Cong., p. 228. 
21CCH Dec, 21,314, 25 TC —, No. 27 (1955). 
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The determination of the adjusted basis 
of the property offers no special legal diffi- 
culties. There is, however, considerable 
difficulty in the determination of the amount 
of tax benefits. It would seem that in order 
to determine the tax benefits you must make 
a forecast of the income of the acquiring 
corporation over the period during which 
the carry-overs will be available so as to 
determine to what extent the corporation 
will have income against which it will have 
the benefit of the loss carry-over. Ob- 
viously, there is no tax benefit from a 
carry-over or other loss unless you have 
income to offset against it. 


Another question is how should you treat 
the liabilities of a loss corporation when 
you buy its stock—for the purpose of de- 
termining whether the consideration paid 
is disproportionate. It would seem that 
the liabilities should be added to the pur- 
chase price, since they must be paid in order 
to realize the benefits of the transaction. 
However, the statute and the committee 
reports are silent. 


These two questions indicate some of 
the problems raised by the new presump- 


tion. In practice, it is believed that the 
presumption may very well be troublesome. 


Section 269 is not applicable so far as 
stock acquisitions are concerned unless a 
person or persons acquire control of the 
loss corporation. Control is here defined to 
mean 50 per cent of the voting power or 
50 per cent of the total value of all shares 
of stock. 

This creates a gap in this section not 
plugged by Section 382, which is suggested 
by the recent decision of the Tax Court 
in the case involving the Ohio Furnace Com- 
pany, Inc., and the Shattuck Ohio Foundation.” 
In that case, the owners of the stock of a 
corporation negotiated the sale of all of 
the stock to a charitable foundation on an 
installment basis. Notes were given which 
provided for stipulated payments. The basic 
understanding was that the net income of 
the foundation derived from the furnace 
company each year, in excess of the total 
amount of the installment payment then due 
and the sum of $5,000, should also be paid 
to the sellers on account of the notes. The 
original proposal provided that the sellers 
were to have a management contract giving 
them power to manage the business so 
long as the notes were unpaid. As finally 
worked out, it was provided that the sellers 
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No one can predict with certainty what 
the courts would do 

if they should be faced with situations 
involving the utilization 

of a corporation with a large 

loss carry-over and no 

business or assets whatsoever— 

that is, a shell pure and simple. 


should name three sevenths of the board of 
directors, and the officers and active man- 
agement should be acceptable to them. The 
receipt of income from the furnace company 
constituted the only income of the founda- 
tion. While the court did not pass on the 
tax consequences to the sellers, the whole 
discussion proceeds on the basis that there 
was a valid sale. Since the court sustained 
the exempt status of the charity, the effect 
was to insulate the income of the business 
from tax, in large part for the benefit of 
the sellers. 


There seems to be no technical reason 
why the carry-over of a loss corporation 
cannot be used as a similar tax umbrella. 
The owners of the profitable enterprise 
could sell it to the loss corporation on 
some deferred payment plan under which 
in effect they would be paid out of the 
tax-free profits of the business which would 
be insulated from tax by the loss carry- 
over. This type of transaction could be 
done with various protective features. The 
sellers could take mortgages to protect their 
interest; they might receive management 
or employment contracts. They could even 
buy stock in the loss corporation, but such 
purchases would have to be kept below 50 
per cent. There may be agreements with 
the stockholders providing for an election 
of the sellers as a majority of the board of 
directors. 


Of course, the possibility of capital gain 
to the sellers would have to be studied in 
light of the Treasury’s avowed hostility to 
similar transactions involving charities.” 
Also care must be taken not to negotiate a 


deal which would be only in form a sale 
but which might not be recognized as a 
sale for tax purposes. Important factors to 
be considered are the reasonableness of the 
price, who has legal title, who in fact bears 
the economic risk and receives the economic 
benefits of the enterprise, and who has 
operational control. If the price is excessive, 
such a transaction may not be recognized 
as a sale for tax purposes.” 


At any rate, it seems that there are still 
opportunities for taxpayers to avail them- 
selves of corporate loss carry-overs in spite 
of Code Sections 269 and 382. It should, 
however, be pointed out that there is some 
threat from a source not generally given 
much attention. This threat comes from 
the general principles of the law of taxation 
developed by the courts in numerous cases 
but not consistently applied. 


In the old regulations™ under former 
Section 129, there is a statement to the 
effect that the enactment of that section did 
not limit the application of the general “prin- 
ciple of law making an amount unavailable 
as a deduction, credit or other allowance 
in cases in which the effect would be 
to distort the liability of the taxpayer.” 
Reference is there made to several cases, 
among which is Higgins v. Smith™ where a 
loss was disallowed on a sale to the tax- 
payer’s own corporation. The same regula- 
tions state that such distortion may be 
evidenced “by the fact that the transaction 
was not undertaken for reasons germane to 
the conduct of the business of the tax- 
payer, by the unreal nature of the trans- 
action such as its sham character, or by 
the unreal or unreasonable nature which 
the deduction, credit, or other allowance 
bears to the transaction.” Thus, altogether 
aside from Sections 269 and 382, the tax- 
payer may have to face a broad attack by 
the Treasury on general grounds of policy.” 
Here the famous Alprosa case,” which so 
influenced the limited construction of old 
Section 129, may be of help. That case 
came very close to involving a shell corpo- 
ration. It began with a corporation active 


(Continued on page 575) 





2 Rev. Rul. 54-420, 1954-2 CB 128. In a trans- 
action of the type described in the text in- 
volving a charity, this ruling stated that the 
Service would not recognize the proceeds of 
the sale as being entitled to capital gains 
treatment. 

*% The New York courts treat this aspect of 
such a transaction as a critical factor for pur- 
poses of the exemption from property tax. 
Compare Matter of Semple School for Girls v. 
Boyland, 3 N. Y. Tax Cases { 98-609, 308 N. Y. 
382 (1955), with People ex rel. Manlius School 


Loss Corporations 


v. Adams, 143 Misc. 459, 256 N. Y. S. 176 
(Onondaga County, 1930), aff'd, 232 App. Div. 
869, 249 N. Y. S. 897 (4th Dept., 1931), aff'd, 
257 N. Y. 549 (1931). 

4 Regs. 118, Sec. 39.129-2(b). 

% 40-1 ustc { 9160, 308 U. S. 473 (1940). 

2% See Diamond A Cattle Company, CCH Dec. 
19,927, 21 TC 1 (1953); but cf. Great American 
Industries, Inc., CCH Dec. 21,607, 25 TC —, No. 
133 (1956). 

** Cited at footnote 2. 
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Books 


Business Indicators 


Measuring Business Changes. Richard M. 
Snyder. John Wiley & Sons, Inc., 440 
Fourth Avenue, New York 16, New York. 
1955. 382 pages. $7.95. 


What is the national product? How does 
it differ from national income? What are 
“sensitive” price indexes? Are department 
store sales good indicatcrs of total retail 
trade? How long are “long cycles” in resi- 
dential housing construction? What is the 
money supply? When the Dow-Jones aver- 
age of 30 industrial stocks moves up $1, 
what is the corresponding change in ticket 
prices? These are just a few of the ques- 
tions that are answered in this book. 


Measuring Business Changes describes and 
explains over 50 of the key indicators needed 
to interpret and forecast conditions in the 
business world. In nine fact-filled sections 
it covers the basic measures of change in 
national income and product, population, 
labor, commodity prices, production and 
business activity, construction activity and 
costs, trade, financial activity and stock prices. 


The nature and significance of these indi- 
cators are revealed. Misuses as well as uses 
are stressed. The information is presented 
uniformly: a summary description, official 
sources, detailed composition and, where 
helpful, historical background. Because the 
material is in handbook style, it is easy to 
concentrate on the summary descriptions or 
seek out details in answer to a specific need 
or problem. 


The Constitution 


Vagaries and Varieties in Constitutional In- 
terpretation. Thomas Reed Powell. Columbia 
University Press, 2960 Broadway, New 
York 27, New York. 1956. 229 pages. $3.50. 


This book contains six of Professor 
Powell’s lectures making up the fourteenth 
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Interest 
to the Tax Man 


series of the James S. Carpentier lectures 
sponsored by the Columbia University School 
of Law. The six lectures are: (1) Estab- 
lishment of Judicial Review; (2) Profession 
and Practices in Judicial Review; (3) Na- 
tional Power; (4) Federalism in Govern- 
mental Relations; (5) Federalism; State 
Powers Affecting the National Economy; 
State Police Power and (6) Federalism; 
State Powers Affecting the Natioyal Econo- 
my; State Taxing Powers. 

Not being so sure in which context Pro- 
fessor Powell used the term “vagaries,” we 
consulted the dictionary and found “vagaries” 
defined as follows: “An eccentric manifesta- 
tion, action, notion, etc., a caprice; as, the 
vagaries of his imagination eo Tike 
author does make it seem that a great many 
problems have been decided by caprice, 
and he always cautions his students to 
think things and not words when approach- 
ing constitutional law. 


Capriciousness of decision is not a new 
charge against the Supreme Court, and 
fatalistically Professor Powell seems to ex- 
pect it because judges have a tendency to 
pull meanings out of the Constitution that 
are not there. “I think that what I most 
object to in many Justices is something 
that springs from a feeling of judicial duty 
to try to make out that their conclusions 
come from the Constitution.” What would 
have been this iconoclast’s view on the 
school segregation decision? 


But back to the past, McCulloch v. Mary- 
land, Justice Marshall and intergovernment 
immunities. The author states: 


“So the opinion proceeds to the realm 
of political theory: ‘If we measure the 
power of taxation residing in a State, by the 
extent of sovereignty which the people 
of a single State possess, and can confer 
on its government, we have an intelligible 
standard, applicable to every case to which 
the power may be applied.’ Find the limits 
of sovereignty, and all difficulties are at 
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an end. Sovereignty is the intelligible stand- 
ard applicable to every case. If it were 
really so easy as Marshall professes <o 
think, the most merciful of critics could 
hardly condone the wanderings of his suc- 
cessors in the path he initiated. There is, 


however, another approach to the problem. 
Find out from judicial decisions or other- 
wise what the states may do and may not 
do, and we may mark the scope and limits 
of their sovereignty. 


“Marshall’s arguments are masterly but 
not impeccable, and, not infrequently, they 
go too far. He has a conception that any- 
thing created by the nation, though within 
the territorial borders of a state, is beyond, 
outside of, or above the purview of state 
power to touch. Beyond extra-territoriality, 
he imposes a concept of something we may 
call extra-sovereignality. If the states may 
tax one instrumentality of the nation, they 
may tax all: the mail, the mint, patent 
rights, the papers in the customhouse, 
judicial process. If they may tax a little, 
they may tax a lot. If they may not tax a 
lot, they may not tax a little. The power to 
tax is the power to destroy. If the states 
may destroy by taxation, they may destroy 
by police proscriptions. How simple all 
this is. If only it were true and had re- 
mained so, we who have been concerned 
with the issues would have been spared a 
lot. I might not need to make intergovern- 
mental immunities the subject of a lecture.” 


Speaking of Marshall’s doctrine that the 
nation may tax where the states may not, 
which placed the immunity doctrine on a 
basis of reciprocity, the author turns to 
Justice McReynolds: 


“With this long background, North- 
western Mut. L. Ins. Co. v. Wisconsin came as 
a shock in 1927. Here a unanimous Court 
held that the interest received from United 
States bonds may not be included in the 
assessment of a state license tax on do- 
mestic insurance companies. The tax was 
measured by gross receipts and was in lieu 
of all other taxes. Mr. Justice McReynolds 
does not deny the ancient doctrine. He 
merely declines to apply it. . 

“Here was realism galore, but it was new 
law. The opinion sought to distinguish the 
Stone Tracy case because there the measure 
was net income, but the taxes sustained in 
the sixties and in the Home Insurance case, 
were measured by capital or something 
corresponding roughly to capital.” 


But taxation is the power to regulate 
even intergovernmental immunities, holds 
the author. 


Books 


“This subjection of goods from sister 
states to taxation upon arrival at their 
destination was reaffirmed in Brown v. 
Houston in 1885. Coal from Pennsylvania 
was held taxable in Louisiana while still on 
the flatboats which brought it down-river 
to New Orleans. Had the coal come from 
Wales, it would not yet have become 
intermingled with the common mass of 
property in the state. Coming from Penn- 
sylvania, it was so intermingled. When it 
is intermingled, it is taxable. When not 
intermingled, it is immune. When it is 
immune, it is not intermingled. When it 
is taxable, the intermingling is obvious. It 
all depends upon where the coal came from. 
The cart can follow as well as precede the 
horse, and precede as well as follow. 


“These two cases [Brown v. Maryland 
and Woodruff v. Parham] are law today, but 
for a season they got strangely lost in the 
shuffle. In 1898, Patapsco Guano Co, v. 
North Carolina Board of Agriculture sus- 
tained an inspection fee on fertilizer from 
sister states upon the finding that the levy 
was not substantially in excess of the cost 
of inspection. Similar inspection fees were 
sustained for the same reason. Evidently 
the reason operated to develop in the 
judicial head a negative pregnant. So in 
some later cases, inspection fees deemed 
excessive were condemned even when charged 
on sales negotiated after the commodities 
were within the state. At the same time, 
however, an occupation tax was sustained 
on a soft drink business in which the 
vendor crossed the state line in the absence 
of orders but in hopes of purchase by regu- 
lar customers, much as a milkman finds 
from the empty bottles or a note what the 
customer will take on each trip. The only 
acceptable distinction between these cases 
is that one involved ginger ale and the 
others involved gasoline. For a _ season 
it was uncertain whether the gasoline prin- 
ciple or the ginger ale principle would 
prevail, if both could not continue in 
amity. 

After reading Professor Powell’s inter- 
pretation of many Supreme Court cases 
which he groups under the above subjects, 
the reader is sure to look again at his own 
theories and in doing so he cannot help 
but see old theories in a new light and new 
theories at variance with their prior 
applications. 


There are vagaries. There are undula- 
tions and there is variety—the spice of con- 
stitutional life. 
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Articles 


Doing Business Abroad 


This is a review of ‘Foreign Trade and 
Federal Taxes: Present and Prospec- 
tive,"’ by Paul D. Seghers. Fordham 
Law Review, Spring, 1956. 


The author is an attorney, New York 
City. 


Saving taxes and postponing the time for 
payment of United States taxes are basically 
the two great potential tax advantages in 
doing business abroad, as compared with 
doing business in the United States, states 
this article. 


Other advantages exist. Not only may 
United States taxes be saved, but certain 
foreign countries provide tax exemptions 
or favorable tax concessions in the case of 
certain business activities. Further, the 
United States imposes no penalty surtax on 
improper accumulations of income of a 
foreign corporation. 


There are several types of organizations 
available to the corporation wishing to en- 
gage in foreign trade. Regardless of the 
type chosen, savings in United States taxes 
are realized only as to income coming from 
sources outside the United States. In es- 
tablishing any one of the types, it is, there- 
fore, necessary to establish procedures 
assuring that a necessary proportion of the 
corporation’s income is so received. The 
article discusses the basic principles in- 
volved in establishing such procedures. 


The article lists the three basic organiza- 
tion forms used by United States owners in 
foreign trade. These are: (1) a United 
States corporation which qualifies as a 
Western Hemisphere Trade Corporation, 
(2) a United States corporation operating 
in a possession of the United States and 
(3) a foreign corporation. A discussion is 
made of the tax advantages and disad- 
vantages of each of the three types. 


558 


August, 1956 ®@ 


While management may initially be re- 
luctant to adopt any of the three forms of 
organization, because of the complexity and 
initial expense they apparently involve, 
further study may disclose the tax and busi- 
ness advantages they offer. For instance, 
the article describes the case of a Western 
Hemisphere Trade subsidiary with a taxable 
income of $200,000 in 1955. The aggregate 
tax to be paid by the parent and the sub- 
sidiary on the income earned by the latter 
would amount to $80,601. If the parent had 
engaged directly in the same foreign opera- 
tion, its tax bill would have been $104,000. 
The tax saving realized would be $23,399. 


The author states that there are no quick, 
easy or automatic means of obtaining these 
tax advantages, but asserts that the methods 
he indicates in this article “are believed to 
afford safe and feasible methods of obtain- 
ing substantial tax advantages, together 
with real long-range business advantages.” 


Sales and Use Taxes 


This is a review of ‘‘Analysis of Sales 
and Use Tax Exemptions," by George 
D. Brabson. Vanderbilt Law Review, 
February, 1956. 

The author is a tax attorney with the 
Ohio Oil Company, Findlay, Ohio. 


The reviewed article is one appearing in a 
symposium making a thorough study of 
the various phases of sales and use taxes 
from the side of both the tax administrator 
and the taxpayer. 


The author of the article lists three broad 
areas of exemption under state statutes 
imposing sales and use taxes. These areas 
include exemptions arising out of the doc- 
trine of governmental immunity, those aris- 
ing under the commerce clause of the 
Constitution and those created out of govern- 
mental taxing policies or social economic 
considerations. 
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Each of the three areas is treated in 
detail. From the author’s discussion of 
exemptions granted under the doctrine of 
governmental immunity, it becomes apparent 
that the tenuous thread extending from the 
federal government to its contractors and 
subcontractors has produced considerable 
confusion among the state taxing authorities 
in the application of their sales taxes. Up 
to 1940, in addition to specific exemptions as 
to motor fuel sales to the federal govern- 
ment or to its contractors, at least 15 states 
generally exempted sales on materials and 
supplies sold to federal contractors, or used 
by them in carrying out government con- 
tracts. Following the Supreme Court de- 
cision in Alabama v, King & Boozer, 314 
U. S. 1 (1941), some of the confusion was 
dispelled and the exemption area was nar- 
rowed. In that case it was held that a 
lumber dealer selling materials to a con- 
tractor erecting army camp buildings in 
Alabama was acting only in a loose sense 
on the behalf of the government; the con- 
tractor, not the government, was the actual 
purchaser; and the sales tax applied. 


The article notes that the most prolific 
source of exemptions from sales and use 
taxes lies in the field of interstate com- 
merce. After a study of the pre-1940 at- 
titude of the courts toward sales and use 
tax imposition, the article notes a change 
in decisional trend. Two categories of cases 
in the area of sales (and license) taxes 
noted are: (1) those in which the property 
sought to be taxed moves from the taxing 
state to purchasers outside the state and (2) 
those in which the property moves from 
vendors outside the taxing state to pur- 
chasers inside that state. 


In the case of property moving from the 
taxing state to purchasers outside, the de- 
cisional trend is apparently toward ex- 
empting all such transactions from sales 
and license tax. However, the article notes, 
the courts have insisted that there be a legal 
duty assumed by the vendor to deliver or 
cause delivery of the property to the vendee 
outside the taxing jurisdiction. 


In the case of property moving from 
out-of-state vendors to in-state vendees, the 
article notes that where previously there 
was a trend toward unlimited application 
of sales and license taxes, this trend has 
apparently wavered. The article cites the 
Supreme Court decisions in McLeod v. J. E. 
Dilworth Company, 322 U. S. 327 (1944), and 
later cases. In the McLeod case, although 
orders were taken in Arkansas by telephone 
or traveling salesmen for goods manu- 
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factured in Tennessee, the Arkansas sales 
tax was held inapplicable, since ownership 
was transferred in Tennessee and delivery 
was made in interstate commerce yet to flow. 


The article notes that a drastic change 
has taken place in the attitude of the 
courts toward the imposition of use taxes. 
Under a previous assumption that a state 
could impose virtually any type of condi- 
tion upon foreign corporations doing busi- 
ness within its boundaries, various states 
forced foreign corporations to collect and 
remit use taxes. This attitude was upheld 
by the Supreme Court as late as 1944 in 
General Trading Company v. Tax Commission, 
322 U. S. 335. However, in 1954, the Su- 
preme Court held in Miller Brothers Com- 
pany v. Maryland, 347 U. S. 340, that no 
state has a right under the Fourteenth 
Amendment to require a foreign corpora- 
tion to pay or collect a use tax where it 
was not engaged in direct selling in that 
state. Interpreting the Miller decision, the 
article says that “the principal import of 
the case to the public is apparently that in 
order for a taxing state to acquire juris- 
diction to compel a foreign corporation to 
collect and remit use taxes there must be 
active and continuous solicitation made 
directly in the state by salesmen or agents 
of the corporation.” 


The article discusses the wide divergencies 
that exist in the area of political and social 
exemptions from sales and use taxation. 
These exemptions include, in greater or 
lesser number, depending upon the state 
involved, such areas as farm products, farm- 
ing tools, implements and fertilizer, news- 
print, textbooks, tobacco products, motor 
fuels and foodstuffs. The broader the areas 
of exemption, the more difficult the prob- 
lems of enforcement and collection. Ex- 
emplary of this is the situation in Ohio 
where, in addition to 14 categories of sales 
that are specifically exempted, the statute 
makes a number of exceptions to the defini- 
tion of a retail sale. The Ohio courts have 
had considerable difficulty in determining 
the extent of these exceptions. 


In addition to the article reviewed, the 
symposium includes the following: “The 
Nature and Structure of Sales Taxation,” 
“Sales Taxation in Interstate Commerce,” 
“Sales and Use Taxes as Affected by Fed- 
eral Governmental Immunity,” “What Is a 
Sale for Sales Tax Purposes?” “The Measure 
of Sales Taxes,” “Administration and Col- 
lection Problems,” “Sales Taxation Collec- 
tion Problems,” “The Use Tax: Its 
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Relationship to the Sales Tax” and “The 
Literature of Sales Taxation.” 


Obscurity in Section 341 


This is a review of ‘Collapsible Cor- 
porations,"’ by Adrian W. DeWind and 
Robert Anthoine. Columbia Law Re- 


view, April, 1956. 


Mr. DeWind is a member of the New 
York bar; Mr. Anthoine is an associate 
professor of law,-Columbia Law School. 


Few of the many esoteric concepts of 
our present tax law can equal Section 341 
of the 1954 Code, the section dealing with 
“collapsible corporations,” state the authors 
of this article. The article is a revision, with 
added material, of a paper delivered by 
Mr. DeWind before the Tax Forum in 
New York City, June, 1955. 


In their conclusion the authors term Sec- 
tion 341 a “patchwork of interlaced problems 
of interpretation,” obscure in meaning, 
neither well conceived nor well drafted. Its 
scope and application to basically similar 
situations is uneven, and it appears to offer 
too much opportunity for tax avoidance 
while at the same time excessively burden- 
ing nonavoidance activities. In transactions 
devoid of tax avoidance, considerable study 
has to be engaged in to skirt possible pit- 
falls. The authors see a more direct solution 
to the collapsible problem as both possible 
and desirable. 
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The authors make a thorough study of 
the problem of collapsibility. In addition to 
the introduction and conclusion, their article 
is divided into eight segments treating (1) 
the tax consequences of collapsibility, (2) 
the definition of “collapsible corporation,” 
(3) purchased assets (Section 341 assets), 
(4) evidentiary factors in determining col- 
lapsibility, (5) limitations on collapsible 
treatment, (6) collapsible corporations as 
compared with collapsible partnerships, (7) 
the relationship of Section 341 to Sections 
333 and 337 and (8) suggestions for legis- 
lative change. 

In their study of the evidentiary factors 
in determining collapsibility, the authors 
note that the statutory presumption of col- 
lapsibility contained in Section 341(c) ap- 
pears excessively broad. Section 341(c) 
deems a corporation collapsible, unless shown 
to the contrary, if, at the time of a sale, 
exchange, distribution or liquidation, the 
fair market value of the corporation’s Sec- 
tion 341 assets is 50 per cent or more of 
the fair market value of its “total assets” 
and 120 per cent or more of the adjusted 
basis of the Section 341 assets. The article 
states that many ordinary manufacturing 
businesses, particularly those investing little 
in fixed assets compared to inventory, may 
be unable to escape the presumption. A 
growing independent oil company likewise 
would find it difficult to avoid the presump- 
tion. Moreover, irrelevant factors, such as 
accounts receivable, could determine the 
operation of the presumption. If a large 
amount of working capital is tied up in ac- 
counts receivable, the total value of Section 
341 assets may fall below the 50 per cent 
level, while keeping receivables current may 
increase the chance of falling within the 
presumption. The authors state that it 
would seem that the Internal Revenue Serv- 
ice should regard a presumption based on 
such an uncertain foundation as being readily 
susceptible of rebuttal. They find little re- 
assurance in the regulations, however. They 
describe an example contained in the regu- 
lations in which a corporation that con- 
structed a building less than three years 
previously is presumed to be collapsible. 


“The example indicates the breadth of the 
presumption’s scope. The equity in the build- 
ing amounted to only $250,000 (and the ap- 
preciation in value only $150,000), compared 
with other assets consisting of $175,000 cash, 
a note held for investment worth $130,000, 


stocks of other corporations worth $545,000, 
and an accrued receivable of $15,000.” 
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Estate Liquidation 


This is a review of ‘Liquidation and 
Valuation of Business Interests in 
Estates,’’ by Roscoe L. Egger, Jr. Trusts 
and Estates, February, 1956. 


The author is an aitorney with offices 
in Washington, D. C. 


The article discusses the liquidation and 
valuation of single proprietorship, partner- 
ship and corporation interests. Reviewed 
here is the section on corporation interests. 

While stock in a closely held company 
may usually be sold by the estate without 
harsh tax effects, in a number of instances 
it is desirable for the corporation to redeem 
part or all of the stock of the estate. 

The author points out that Section 303 
of the 1954 Code, in general, permits capital 
gain (rather than dividend) treatment of 
distributions in redemption of stock in- 
cluded in an estate, to the extent of the 
estate, inheritance, legacy and succession 
taxes brought about by the death of the 
decedent, plus funeral and administration 
expenses allowable as deductions to the 
estate. Certain limitations of this rule, 
however, are imposed by the statute. Cap- 
ital gain treatment is accorded the redemp- 
tion only if the value of all the corporation’s 
stock in the gross estate is more either 
than 35 per cent of the gross estate or 50 
per cent of the taxable estate. Another 
provision added by the 1954 Code permits 
redemption of the stock of two or more 
corporations, not individually qualifiable 
under the above percentage rules, if the 
stocks’ combined values meet the percent- 
age requirements and the gross estate 
includes more than 75 per cent in value of 
the entire outstanding stock of the com- 
panies. 

Where the special rules may be too 
restrictive, it may be necessary or prefer- 
able to redeem more stock than is permitted 
under Section 303, according to the article. 

Rules of general application to distribu- 
tions in redemption of stock are provided 
in Section 302 of the 1954 Code. The rules 
are applicable to estates, as well as to 
other taxpayers. Three principal types of 
redemption that will be accorded capital 
gains treatment are provided by the statute. 


One is the “substantially disproportionate” 
redemption. Here, immediately after the 
redemption, the stockholder owns less than 
half of the total voting power of all classes 
of stock entitled to vote. Another type is 
where redemption is made of all of the 
stock of a particular stockholder. 


Complications in the disproportionate 
and the termination-of-interest redemptions 
may result from the attribution-of-owner- 
ship or constructive-ownership rules in 
Section 318. Under this section, an in- 
dividual is considered as owning stock 
owned by his spouse, children, grandchil- 
dren and parents. He is also considered 
as the proportionate owner of stock owned 
by a partnership of which he is a member, 
by an estate or trust of which he is a 
beneficiary or by a corporation in which 
he owns at least 50 per cent of the stock. 

All the constructive ownership rules 
apply in the case of disproportionate re- 
demption. In termination-of-interest re- 
demptions, however, the family-attribution 
rules do not apply if (1) immediately after 
the redemption the stockholder has no 
further interest in the company, (2) he 
does not acquire such an interest, except 
by inheritance, for ten years following the 
redemption and (3) he agrees to notify the 
Treasury of any such acquisition. 

An exception to the foregoing rules is 
made. The family-attribution rules will 
apply if (1) the stockholder whose stock is 
redeemed acquired any of the stock within 
ten years prior to the redemption from 
another person, the ownership of whose 
stock would, at the time of the redemption. 
be attributed to him, or (2) such other 
person owns stock at the time of the 
redemption that was acquired within the 
ten-year period from the stockholder whose 
stock is redeemed, unless the acquisitions 
in either case were not made for tax- 
avoidance purposes. 

The article discusses a third area in 
which redemptions will be given capital 
gain treatment. This is in cases where the 
redemption is not essentially equivalent to 
a dividend. This area is now covered in 
the 1954 Code by the special rules relating 
to disproportionate and termination-of-in- 
terest redemptions, or by the partial- 
liquidation provisions, 


‘| believe there are more instances of the abridgement of the freedom 
of the people by gradual! and silent encroachments of those in 


power than by violent and sudden usurpations. 


Articles 


—James Madison. 





Statute of Limitations 


A “nil assessment"’ 
at all. 


In the Okalta Oil case, it was decided that 
there was no appeal from a “nil assess- 
ment” (an assessment which demands no 
tax from the taxpayer). Now a ruling of 
the board has been promulgated to the 
effect that a “nil assessment” is not an 
assessment. Here is the story: 


is no assessment 


In 1949 the Minister mailed a document 
which, according to its heading, was an 
“assessment notice” to a taxpayer. This 
purported assessment notice, covering the 
1947 taxation year, advised the taxpayer 
that he owed no tax and, in fact, was 
entitled to a small refund. In 1955, some 
months after six years had elapsed, the 
Minister mailed another notice of assess- 
ment, covering the same 1947 taxation year, 
to the same taxpayer. This new notice 
advised the taxpayer that $25,000, which 
the taxpayer had considered a capital gain 
(and had not included in his income), was, 
in the Minister’s opinion, an income item. 
As a result, the Minister claimed a tax on 
this $25,000. The taxpayer appealed this 
second assessment claiming that the Min- 
ister was barred from reassessing him as 
more than six years had elapsed since his 
original 1947 assessment. 


The Appeal Board decided to rule only 
on the question of whether or not it was 
within the Minister’s power to make the 
second assessment. The board ruled in 
favor of the Minister. The Okalta Oil deci- 
sion established not only that there was 
no appeal from a “nil assessment” but 
that in fact a “nil assessment” was not an 
assessment. It followed that, as the “nil 
assessment” (issued in 1949) was not an as- 
sessment, the reassessment (in 1955) was 
the original assessment and the six-year 
period for reassessment began to run from 
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“Nil Assessments"’. . . 


Kickbacks ... 
Marital Deductions 


Canadian Tax Letter 


the date of the issue of the “original” assess- 
ment (that is, the 1955 assessment). The 
taxpayer was entitled to a further appeal 
to prove his claim that the $25,000 receipt 
was a capital gain —No. 344 v. Minister of 
National Revenue, 56 DTC 271. 


Kickbacks Are Income 


Stockholders are assessed to income 
on amounts received from seller of 
assets to the corporation. 


A newly incorporated company purchased 
some oil refinery equipment in 1947. The 
original owner of the equipment (not a 
shareholder in the purchasing company and 
in no way particularly interested in the oil 
refining business) had purchased it at a cost 
of $9,650. He then sold it to the purchas- 
ing corporation for $50,000. Five share- 
holders in this “buyer” corporation had 
turned over to it the necessary funds to 
cover the $50,000 payment. The vendor 
then paid back to these five shareholders 
an aggregate of $40,350. In the result, the 
corporation (as a separate entity) paid 
$50,000 for some equipment; the vendor re- 
ceived $9,650 net for the equipment (exactly 
its cost to him); five shareholders received 
from $5,000 to $10,000 each. The Minister 
included these receipts in the shareholders’ 
income—he claimed this payment was profit 
received by the shareholders on the sale 
of equipment to the company. 

The shareholders appealed this ruling. 
They contended that they had sold the com- 
pany nothing—they never owned the equip- 
ment and the vendor was dealing at arm’s 
length both with them and with the com- 
pany. In the alternative, the shareholders 
maintained that the transaction had resulted 
in no real gain for them—they had actually 
put up the money paid by the company to 
the vendor and had received back a portion 
of it from the vendor. The only tangible 
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result of the whole deal was that the com- 
pany carried the equipment on its books at 
a $50,000 cost (a reasonably fair market 
value). According to the shareholders, this 
was the sole purpose of the complicated 
transaction. 

The Appeal Board dismissed the appeal 
because i taxpayers failed to show that 
the Minister’s assessment was incorrect. 
No reasonable explanation was given to 
account for the $5,000 to $10,000 kickbacks 
received. Further, no evidence was sub- 
mitted to refute the Minister’s contention 
that the shareholders were (actively or 
passively) involved in the equipment sale.— 
Graham v. Minister of National Revenue, 56 
DTC 297, and Buchbach v. Minister of Na- 
tional Revenue, 56 DTC 308. 


No Wifie, No Deeduct 


Marriage according to customs of 
country of origin is sufficient for marital 
status exemption. 


A Chinese man migrated to Canada some 
20 years ago, leaving his wife behind. He 
sent her $334 in the questioned year. The 
marital status exemption was disallowed. 
This taxpayer took his case to the Appeal 
Board which heard testimony as to his 
marital status. The board saw the facts 
like this: 

The Minister’s “no marriage” claim was suc- 
cessfully refuted by oral evidence. Although 
no documentary evidence (marriage cer- 
tificate, etc.) was available, at least two wit- 
nesses gave very convincing testimony that 
the taxpayer had married the woman he 
claimed to be his spouse. The customs of 
his native land were such that it was quite 
believable that no documentary proof of 
the marriage existed. Evidence also estab- 
lished that the $334 was quite sufficient to 
support the wife in China. The wife's pro- 
longed absence from the taxpayer’s abode 
was by no means remarkable. It was com- 
mon practice for immigrants coming to 
Canada to leave their wives behind and 
to remain in Canada for many years before 


sending for their wives to join them.—Lee 
v. Minister of National Revenue, 56 DTC 321. 


Tax Conventions 


The act ratifying the Canada-Denmark 
Tax Agreement received royal assent on 
June 7, 1956. To date it has not been pro- 
claimed in force. The agreement provides 
that the convention shall come into force 
on the date on which instruments of 
ratification are exchanged. 


Canadian Tax Letter 


A tax agreement between Canada and 
the Federal Republic of Germany (West 
Germany) has been signed. It provides the 
usual safeguards against double taxation. 


Excise Tax Circulars 


Two new circulars have been issued in 
connection with sales and excise taxes. 
One deals with hydrogen peroxide and the 
other with florists. 

A new “C Circular” (No. 49-C) has been 
issued outlining the application of sales and 
excise taxes to hydrogen peroxide. The 
changing of one strength or chemical com- 
position of hydrogen peroxide to another 
by the addition of water, preservatives, 
diluents or stabilizers, or any combination 
of these, is regarded as a taxable process 
of manufacture. 

A new circular (No. 40-C [Ist revision]) 
has been issued outlining instructions as to 
the application of sales tax on sales of 
flowers, plants, etc., by producers, who 
produce their own goods, when such sales 
exceed $500 per year. The new instructions 
bring about no significant change in the 
current practice. 


Co-op Not Taxed on Profit 


Law provisions relating to patronage 
dividends were not applicable where 
cooperative acted as agent of its mem- 
bers. 


The members of this marketing associa- 
tion delivered horses to the association and 
received an initial payment. The associa- 
tion slaughtered the horses and packed the 
meat for export. At the end of a year, the 
association credited members with the final 
payments on the horses from its surplus 
of revenue over expenditure. The Minister 
contended that the initial payment was the 
full price of the horses and that the money 
to pay the final payments was profit to the 
association and, therefore, taxable income 
in its hands. 


An appeal was carried to the Exchequer 
Court. This court held that the association 
was not in the business of buying horses 
from its members at a fixed price and 
making a profit from its transactions with 
them. It received the horses from its mem- 
bers as agent. Consequently, it did not own 
the proceeds of its operations. It could not 
pay any dividends to its members. The 
provisions of the act relating to patronage 
dividends had no bearing on the case.— 
The Horse Cooperative Marketing Associa- 
tion, Ltd. v. Minister of National Revenue, 
56 DTC 1064. 
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New Zealand Taxes 


It was through the thoughtfulness and 
kindness of David L. McCarroll that we 
received the article entitled “New Zealand 
Taxes on Income,” published in the July 
Taxes. The author of this excellent article 
was Christopher J. McGuigan, assistant 
comptroller of California Texas Oil Com- 
pany, Ltd. When this article appeared last 
month, we somehow attributed the author- 
ship to Mr. McCarroll rather than to Mr. 
McGuigan. 


Meetings of Tax Men 
New York Law School.—J. Henry Land- 


man, chairman of the New York Law 
School Federal Tax Clinic and professor of 
tax law at the school, announces that—as a 
public service—lawyers, accountants and 
Treasury officials are invited as guests to 
a series of free lectures to be given on 
Thursday evenings through the month of 
August. The following distinguished tax 
lawyers are among the scheduled speakers: 
Ewing Everett, Edwin M. Jones, Henry 
Cassorte Smith, Jr., James Murtagh, Earle 
R. Koons and Martin M. Lore; Mr. Land- 
man himself will deliver the final lecture 
on August 30. Sessions, commencing promptly 


at 6 p.m., will be held at the law school, 
244 William Street, New York City. 


University of Dayton.—The Second Uni- 
versity of Dayton Institute on Federal Tax- 
ation, sponsored by the university’s division 
of business administration, will be held at 
the Miami Hotel, Second and Ludlow Streets, 
in Dayton October 11-13, in cooperation 
with lawyers and certified public account- 
ants of the area. Speakers, including Alvin 
D. Lurie, Boris Kostelanetz, Matthew F. 
Blake, William K. Carson, Leonard Raum, 
Thomas J. Graves and Norman A. Sugar- 
man, will discuss the following subjects: 
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Taxes... 


Tax People... 
Things Taxed... 


corporate distribution, reorganization and 
liquidation; dealings in loss corporations; 
real estate problems; accounting problems; 
executive compensation; taxpayers’ rulings; 
fraud; and estate planning. The fee for all 
lectures, including a banquet session on 
Friday, October 12, is $45; an all-inclusive 
fee of $50 provides for two luncheons in addi- 
tion. Since advance reservations indicate a 
large attendance, early arrangements are 
suggested. Checks—payable to the Uni- 
versity of Dayton—should be mailed to: 
Director of Institute on Federal Taxation, 
University of Dayton, Dayton 9, Ohio. 


Tax Executives Institute, Inc.—Accord- 
ing to an announcement by Albert L. Wal- 
ters, managing director, members of the 
institute and corporate tax executives who 
meet membership qualifications are eligible 
to attend the organization’s annual confer- 
ence, September 23-27, at the Ambassador 
Hotel, Los Angeles, California. Inquiries 
may be addressed to 122 East 42nd Street, 
New York 17, New York. 


National Association of Tax Administra- 
tors.—The regular general meeting was held 
in Cleveland, Ohio, May 30-June 2, in con- 
junction with the association’s section meet- 
ings. The officers elected include Stanley 
J. Bowers, president; Otis W. Livingston, 
vice president; and Martin Lauterbach, secre- 
tary. Members of the executive committee 
are Earl Blevins, Dinsmore Taylor, T. V. 
Williams and Edward C. Wilson, all elected 
for the 1956-1957 term. 


North American Gasoline Tax Confer- 
ence.—The Grand Hotel at Mackinac Island, 
Michigan, will be headquarters for the North 
American Gasoline Tax Conference, to be 


held September 12-15. 


National Tobacco Tax Association.—T he 
association’s thirtieth annual meeting will 
take place at the Hotel Claridge, Atlantic 
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City, New Jersey, September 9 through 


September 12, 


Tax Laws v. Morality 


In this challenging article, “Our Tax 
Laws Make Us Dishonest,” in the Saturday 
Evening Post, Cameron Hawley damns the 
federal tax structure as a “malignant growth 
upon the social body” that is substituting 
legality for morality as a criterion of con- 
duct. The article is a reprint of a speech 
made by Mr. Hawley before the Penn- 
sylvania Bar Association early this year. 
Those who have read his novel, Cash 
McCall, know that the subject of morality in 
relation to law is its essential theme. It 
was in the research for his novel that the 
author reached the conclusions concerning 
the tax laws voiced in this article. 

As an example of immorality, the author 
tells of a corporate deal he was told about: 
“,.. the setting up of a collapsible corpora- 
tion, liquidation of another corporation; 
then the merging of a corporate shell with 
no substantial assets other than an enor- 
mous accumulated operating loss” all to 
avoid the payment of a million dollars in 
federal taxes. 

Questioning taxmen concerning the ethics 
of this and similar practices, the author re- 
ported receiving the following colorful quota- 
tion from a Wilmington lawyer: “The prac- 
tice of tax law these days requires the constant 
taking of antiemetics.” 

But the faults of the system may not lie 
with businessmen and tax practitioners. The 
tax planners may be to blame. The author 
reports of his reading of the report of the 
subcommittee on tax policy of the Joint 
Committee on the Economic Report. He 
found in it “the startling evidence of a 
whole new attitude toward taxation.” That 
new attitude was the substitution of the 
goal of controlling the national 
for the goal of raising revenue as the pri- 
mary function of taxation. The author 
found little evidence in the report of any 
concern for the right of the individual to be 
taxed with fairness and justice. 


economy 


A truism taught by history, says the 
author, is that “when law loses its respect 
for the individual, the individual loses his 
respect for the law. The ethical erosion 
usually starts mildly and on a small scale.” 
A case study in ethical erosion presented by 
the author is that of a businessman who 
starts out by taking a friend out to lunch 
and charging it up on his tax return as 
“entertainment,” and finishes up by deduct- 
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ing the cost of a $5,000 trip to Europe, 
ostensibly to attend a convention. 


These arguments on morality and legal- 
ity are sometimes like a stalemated chess 
game in that neither opponent gets any- 
where. It’s argument and counterargu- 
ment, but the relative positions are still 
relative. 

In defense of the tax man, isn’t morality 
and legality a distinction without a differ- 
ence? The government does not lose any 
revenue on a transaction it does not tax. 
Since the Supreme Court has already held 
that one does not owe even a patriotic 
duty to pay more than his just tax, no tax 
man is morally obligated to compute a tax 
return showing more than the tax incurred, 
but to avoid a tax after it attaches is illegal 
and is also immoral. 


Expenditure Seesaw 

Quoting a recent Tax Policy, 
published by Tax Institute, Inc.: “Total 
government expenditures in 1954 amounted 
to $104,674 million, an increase of $177 
million over 1953. A decrease of $3,177 
million, or 4 per cent, in federal expendi- 
tures was almost exactly offset by increased 
spending at all other levels of government.” 


issue of 


Decreases in federal spending were shown 
in the following classifications: national de- 
fense, which began to taper off from the 
1953 postwar peak; international affairs, in- 
cluding military aid; health and hospitals; 
nonhighway transportation; natural resources ; 
postal deficit; and Reconstruction Finance 
Corporation’s synthetic materials program. 
Minor decreases showed up in education 
and housing categories. The only state-ex- 
penditure decrease was for veterans’ bonuses. 

According to the report, spending during 
1954 increased in all states except Delaware, 
Iowa, Montana, Nebraska, North Carolina, 
Oklahoma, Oregon and Wisconsin. Largest 
increases occurred in Indiana, New Jersey, 
Ohio, South Carolina and West Virginia. 


Spreading the Costs 
of Local Government 


Newly released 
figures on city revenues and spending dur- 


Bureau of the Census 
ing 1955 show that city governments in 
the United States collected more, spent 
more and ended up owing more last year 
than in any previous fiscal year. The report 
covers finances of governments of cities 
having more than 25,000 inhabitants, and 
dependent agencies of those governments. 
It does not include amounts for overlying 
counties, separate school districts, and other 
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local governments 
481 cities. 


Cities in the study showed tax revenues 
equal to $67.11 per person in 1955; total 
revenue increased by 6.5 per cent over 1954, 
amounting to more than $8 billion. Ex- 
penditures increased by the same percent- 
age to $8,363 million. Borrowings were more 
than twice the amounts of redemptions of 
previous debts, so that outstanding obliga- 
tions rose 8.3 per cent. General expendi- 
tures amounted to $6,524 million including 
capital outlays for public improvements and 
equipment, as well as spending for current 
municipal operations. 


serving many of the 


In the face of poor over-all planning, 
partly to blame for splintered jurisdictions, 
revenue resources are a particularly grim 
puzzler in big cities experiencing tremendous 
population moves to suburban communities. 
The suburbanites commute to the cities. 
Effecting contributions by suburban units 
to the inner unit has become a common 


equalization problem. 


Reviewing a portion of the book, Great 
Cities of the World (New York, The Mac- 
millan Company, 1955), Arch Dotson, as 
sistant professor of government at Cornell 
University, in the June, 1956 National Munic 
ipal Review surveys the situation confront- 
ing such cities. 

True, there are many kinds of secondary 
and minor levies possible. Motor vehicle 
taxes, cigarette taxes and amusement taxes 
are typical. But Dr. Dotson reminds that 
such revenue diversification does not im- 
portantly increase revenue. For instance, 
New York City levies on hotel rooms, 
cigarettes and amusements supply only 5 
per cent of the city’s income. 


Examining the intermunicipal levy as 
compensation for additional urban services 
required by suburban commuters, Dr, Dot- 
son says: 


“A leading example of the interunit levy 
device is found in Copenhagen. There, since 
1937, the three municipal units comprising the 
center of the Danish capital—Frederiksberg, 
Gentofte and Copenhagen—have contributed 


annually to an equalization fund based upon 


a formula of relative revenues and expendi- 
tures. By virtue of their greater wealth 
and the greater need of Copenhagen, both 
Frederiksberg and Gentofte have contributed 
to the costs of government in Copenhagen. 
Since 1948 London also has employed an 
interborough levy based upon ratable value 
of real property. A substantial equalization 
of revenue among the 28 units located with- 
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in the administrative county of London has 
been achieved by this measure.” 

He indicates that while the interborough 
tax is a valuable equalization device and 
could, in many places, do much to remedy 
the inequities of urban-suburban revenue 
resources, it is not an easily designed de- 
vice and must be imposed by a central 
government. Subvention, on the other hand, 
involving the central government and the 
metropolis, “has the disadvantages attach- 
ing to a gift so long as it is rationalized 
in the grant-in-aid philosophy. The sub- 
vention perpetuates separatism at the metro- 
politan level; but it contributes to a loss of 
independence in the relation of the metro- 
politan units to the central government.” 


Under the subvention approach, a grant- 
either in fixed or variable amount—is paid 
from the treasury of the higher unit to 
the lower unit. Says Dr. Dotson: 


“The subvention is thus somewhat in- 
herently opposed to the consolidation of 
units or of functions as it enables separate 
units to perpetuate their independence and 
maintain a full complement of services. 
While such grants are usually employed for 
specific functions a general purpose grant 
has been introduced in New York and in 
Toronto. The New York grant is a simple 
per capita amount received at fixed rates 
by all cities, towns and villages. The 


Ontario plan, however, varies the grant 
per capita according to the size of the city 
and also according to rate of growth. This 
measure achieves, therefore, a special rate 
for rapidly enlarging urban areas.” 


Since fiscal approaches deal with symptoms 
rather than causes—bankruptcy and blight 
being expressions of governmental inef- 
ficiency, lack of planning and fragmentation 
of jurisdiction in metropolitan areas—a 
structural approach would appear desirable. 
In this connection, Dr. Dotson cites the 
“Toronto experiment.” Begun in 1954, es- 
sentially based on a structural approach, 


the Toronto plan has functional and fiscal 
attributes as well. Of it, Dr. Dotson says: 


“In brief, it involves the creation of an 
over-all metropolitan government and the 
retention of existing municipalities. The 
new government performs some functions 


alone while the municipalities provide others 
and both levels share still other services. .. . 


“Basically, the Toronto plan is a two-tier 
or federal arrangement. It is in many ways 
like the London scheme, although the geo- 
graphic coverage of the metropolitan unit 
is much greater and the distribution of 
functions is somewhat different, conspicu- 
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ously with respect to police and fire fighting. 
Moreover, the planning power of the Toronto 
metropolitan government is more effective 
than that of the administrative county of 
London. 


“The Toronto plan avoids many of the 
disadvantages of the other approaches to 
the problems of the world’s great cities, but 
captures their main advantages.” 


Dr. Dotson concludes that while the 
Toronto plan is still experimental and 
there is wide scope for improvements with- 
in the present arrangement, the basic ap- 
proach is sound, and indicates that the 
federal arrangement is “the most promis- 
ing and exciting of the solutions yet de- 
veloped for the problems of the world’s 
great cities.” 

Great Cities of the World was edited by 
William A. Robson. Dr. Dotson served as 
editorial assistant on the project. 


State Tax News 


California.—Latest counties to impose the 
state-administered uniform local sales and 
use tax of 1 per cent are Alameda, Merced, 
Monterey, San Bernardino, San Joaquin, 
Santa Cruz, Sonoma and Tuolumne. The prin- 
cipal cities within such counties which have 
conformed their taxes are: Alameda County— 
Alameda, Albany, Berkeley, Emeryville, Fre- 
mont, Hayward, Livermore, Newark, Oakland, 
Piedmont, Pleasanton and San Leandro; Mer- 
ced County—Atwater, Dos Palos, Gustine, 
Livingston, Los Banos and Merced; Monterey 
County—Carmel, Del Rey Oaks, Gonzales, 
Greenfield, King City, Monterey, Pacific Grove, 
Salinas, Seaside and Soledad; San Bernardino 
County—Barstow, Chino, Colton, Fontana, 
Needles, Ontario, Redlands, Rialto, San Ber- 
nardino and Upland; San Joaquin County— 
Lodi, Manteca, Ripon, Stockton and Tracy; 
Santa Cruz County—Capitola, Santa Cruz and 
Watsonville; Sonoma County—Cloverdale, 
Healdsburg, Petaluma, Santa Rosa, Sebas- 
topol and Sonoma; Tuolumne County— 
Sonora. 

General bulletins have been issued by the 
state sales tax administrator in connection 
with these taxes, covering exemption cer- 
tificates for carriers, utilities and vessels, 
and instructions concerning return proce- 
dure where taxes are allocated to various 
counties, 

Louisiana.—The law has been amended 
to adopt provisions of federal Internal Reve- 
nue Code Section 167 concerning the computa- 
tion of an allowance for exhaustion, wear 
and tear of property used in a trade or 
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business or of property held for the produc- 
tion of income. In addition, provisions 
concerning carry-forward of basis adjust- 
ment and amortization of war, defense or 
other emergency facilities have been added. 

Act 36 (H.. B. 360), approved and effective 
June 25, 1956, has created a Louisiana Board 
of Alcoholic Beverage Control. To be com- 
posed of five members who will be appointed 
by the governor, the board will license, 


regulate and control all traffic in beverages 
containing more than 6 per cent of aicohol 


by volume. Formerly, the administration 
was vested in the collector of revenue. 

Fees to be paid to attorneys who assist 
inheritance tax collectors have been in- 
creased by Act 129, Laws 1956, effective 
July 2, 1956. The fees now range from $1 
where the gross value of the estate is less 
than $1,000 to $20 where the gross value 
exceeds $20,000. 

Massachusetts.—The first formal personal 
income tax regulations since the general 
cancellation of regulations in 1941 have 
been issued. Only rulings on particular 
questions had been issued in the interim. 
The new regulations deal comprehensively 
with the tax imposed on nonresidents by 
1955 legislation; all became effective June 15. 

Michigan.—In a recent case, the Michigan 
Supreme Court decided that taxes may be 
levied against property which is leased from 
the United States by a corporation which 
uses the property in its business for profit. 
The corporation contended that Act 189, 
Laws 1953, which provides for the taxation 
of lessees and users of tax-exempt property, 
is unconstitutional because it places a tax 
on real property which is owned by the 
United States. A contention was also made 
that the full value of the property is used 
as the measure in the assessing of the tax, 
thus evidencing a legislative intent to ac- 
complish indirectly what may not be done 
directly—to tax property of the United 
States. Act 189 can have no application 
which is independent of the corporation’s 
enjoyment of the privilege of using the real 
estate in connection with its business con- 
ducted for profit, and the tax is not an ad 
valorem tax on real property of the United 
States, but is a tax on the corporation’s 
privilege of using it. Therefore, the tax is 
valid—U. S. and Borg-Warner Corporation 
v. City of Detroit, May 14, 1956 reported in 
1 Micn. Tax Cases { 200-234. 

On June 25, the same court reached a 
similar decision in Township of Muskegon 
et al. v. Continental Motors Corporation et al., 
3 stc ¥ 250-354, holding that without Act 189 
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a lessee or user for profit of federally owned 
tax-immune realty becomes specially privi- 
leged and favored over local taxpayers, and 
that the act “simply forces lessees and users 
for profit of tax-exempt lands to shoulder 
with others of the class the burdens that 
are attendant upon benefits all of the class 


receive,” 

Act 55, Laws 1956, authorizes the treas- 
urer of any township, city or village to 
accelerate the date on which any personal 
property tax which is collectible by him 


would otherwise be due (effective April 2, 


1956). 

Missouri—An opinion of the attorney 
general, under date of June 4, 1956, holds 
that the publication of a notice, pertaining 
to the sale of lands for taxes due to the 
county, which is directed merely to the 
“heirs of” a certain person is insufficient 
notice pursuant to law. Consequently, a tax 
sale based upon such a “notice” would be 
invalid regardless of whether this was the 
title by which the owner was presently 
listed on the land tax book. 


New Jersey.—New tax laws provide that: 


The tax on motor fuels shall not apply 
to fuels used in motor vessels run for sight- 
seeing and excursion parties (S. B. 69, 
passed house). 

Nonresidents who are engaged in seasonal 
agricultural activities in New Jersey shall 
be granted a special permit, upon payment 
of a fee of $1, for the operation of any 
motor vehicle during the portion of the 
year considered the normal period of sea- 
sonal employment in agricultural pursuits 
(A. B. 513, passed house). 

New York.—New York City Sales and 
Use Tax Regulation Article 132 has been 
amended to allow deduction from the tax 
base of alteration charges in connection 
with the sale of garments when such charges 
are in addition to the prices of the garments 
and are so stated on the invoice or other 
evidence of sale. 

Ohio.—The legislature, in special session, 
has adopted two measures to overcome 
effects of the court decisions invalidating 
taxes levied against shares of, and capital 
employed by, financial institutions: 


By the terms of H. B. 944, approved 
July 6, the tax of two mills on the dollar 
shall apply to ownership interests in capital 
employed by financial institutions, as well 
as to shares of, and capital employed by, 
such financial institutions. The tax is spe- 
cifically imposed on ownership interests of 
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depositors in capital employed by incor- 
porated financial institutions located in Ohio, 
the capital of which is not divided into 
shares or which have no capital stock. 
Approved the same day, H. B. 945 levies 
an additional tax of three mills on the dollar 
on the shares of, ownership interests in 
capital employed by, and capital employed 
by, financial institutions until September 1, 
1959. Thus, the total tax on such shares, 
ownership interests and capital shall be five 


mills for the tax years 1957, 1958 and 1959, 
and two mills for subsequent tax years. 


The special session adjourned July 2. 

In Louise W. Smith v. Bowers, 2 OH10 Tax 
Cases { 200-596, the Ohio Board of Tax Ap- 
peals held that a mortgage debt on a vehicle 
sold at a sheriff’s sale is not includable in the 
selling price; it is not included in the judgment 
debtor’s interest which the sheriff can sell. 
If the taxpayer later pays off the debt, no 
sales tax is required on such payment, since 
it would not be paid to the sheriff-vendor. 

According to the holding of the Ohio 
Board of Tax Appeals in Williams v. Bowers, 
2 Onto Tax Cases 200-607, a taxpayer who 
elects to list his investments for taxation 
under the federal income tax return elec- 
tion must list the total income of a revo- 
cable trust established by him instead of 
only the aggregate income actually received 
by him from the trust. Where the power 
to revest title to any part of the corpus of 
the trust is vested in the grantor, the in- 
come of the trust must be included in com- 


puting the net income of the grantor. 


Pennsylvania.—Act No. 501 places prop- 
erty transferred to lineal descendants of 
legally adopted children in the category 
subject to inheritance tax at 2 per cent of 
the clear value of the property. 

Act No. 518, applying to estates of dece- 
dents dying after December 31, 1953, in- 
cludes charitable or public gifts or bequests 
in the net estate for the purpose of estate 
tax apportionment. 

Additional new and_ revised tentative 
selective sales and use tax regulations are 
as follows: 

Regulations recently revised: TRa 101, 
“Tax on Sale at Retail of Certain Property,” 
formerly entitled “Tax on Use”; TRa 104, 
“Wrapping and Packaging Charges”; TRa 
204, “Contracts Entered into Prior to March 
7, 1956,” providing that tax must be collected 
either upon payment of the first installment 
or upon delivery of goods where the con- 
tract therefor was made prior to March 7, 
1956, but where title did not pass to the 
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purchaser before that date; TRa 401, 
“Registration,” now stating that no license 
fee is required for registration; TRa 501, 
“Remittance of Tax with Return”; and TRa 
509, “Separate Records” (the = 


letter “a 
following the letters “TR” indicates the 
first revision of a particular tentative regu- 


lation). 


New regulations dealing with definitions 
of terms used in the act, as amended; trans- 
actions subject to use taxation; alternate 
imposition of use tax on rental value; sales in 
interstate and foreign commerce; exemption 
for property used directly in manufacturing; 
photographers; photostaters; blueprinters; 
printers; types of books which are taxable; 
computation of tax; sales on credit; monthly 
and annual returns; use tax returns; ex- 
tension of time for filing returns; direct- 
payment permits; type of records to be 
kept; liability of vendors for taxes collected; 
suggestion for advertising prices of prop- 
erty for sale to avoid advertising absorption 
of tax; examination of records; petitions 
for reassessment and refund of tax; distinc- 
tions for sales and use tax purposes between 
returnable and nonreturnable containers, 
the latter being exempt; and penalties and 
interest in case of understatement of tax 
or failure to file a return. 


Legal unit interpretations also have been 
issued which list articles of taxable cloth- 
ing and which deal with gas used by 
restaurants, taxable food supplements, rental 
of work clothes and sales of ice. 


South Carolina—H. B. 1897, Laws 1956, 
provides: 

A road tax of seven cents per gallon, 
calculated on the amount of gasoline or 
other motor fuel used in operations within 
South Carolina, is imposed on motor car- 
riers for the privilege of using streets and 
highways. A credit of seven cents per 
gallon is granted for all motor fuel pur- 
chased in the state by the carrier, for use 
within or without the state, upon which the 
tax has already been paid by the carrier. 

Motor carriers must file quarterly reports 
of operations and pay the tax by July 20, 
October 20, January 20 and April 20, and 
registration cards and identification mark- 
ers must be obtained before operations are 
begun. 


A tax at the rate of seven cents per gallon 
is imposed on all fuel sold or delivered by 
any supplier to any person not licensed 
as a supplier. All persons selling or deliver- 
ing fuel other than gasoline within the state 
for use or resale within the state must obtain 
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suppliers’ licenses and post bonds or furnish 
statements of assets and liabilities. 


Suppliers must file reports and pay the 
tax by the twentieth day of each month. 


Utah.—When a foreign corporation main- 
tains its chief place of business in Utah, 
conducts its directors’ meetings there, dis- 
counts contracts to Utah banks, negotiates 
loans in Utah, maintains its books and 
records in the state, and employs legal 
counsel and auditors in Utah, then pursuant 
to law the corporation is considered to be 
doing business in Utah and is subject to 
the state franchise tax—Nevada Trailer Fi- 
nance Company, Inc., and Idaho Trailer Fi- 
nance Company, Inc. v. State Tax Commission, 


Uran Tax Reports § 14-008, Utah Supreme 
Court, June 25, 1956. 


Under a regulation approved May 28, 
annual additions to a reserve for bad debts 
for banks are no longer based on the 20- 
year “moving average experience factor,” 
that is, the average ratio of bad debt loss 
over a period of 20 consecutive years ending 
with, and including, the taxable year. The 
Utah State Tax Commission has adopted 
the federal rule under which the bank may 
now select a period of any 20 consecutive 
years after the year 1927 and apply the 
average loss rate of that 20-year period to 
the total of the outstanding loans at the 
close of the taxable year. The new method 
makes it possible for banks to keep, or go 
back to, a period which includes the worst 
“depression years” loss experience as a 
factor in computing their bad-debt reserve. 


For the first and second taxable years 
beginning after December 31, 1954, how- 
ever, the state tax commission has placed 
a special limitation on the maximum amounts 
of the annual additions to the reserve. For 
the first taxable year beginning after 1954, 
the maximum amount is one third of the 
difference between the “ceiling factor” for 
the taxable year and the accumulated total 
in the reserve at the close of the taxable 
year before the addition. For the second 
year, the maximum amount is one half of 
such difference. 

An opinion of the attorney general (May 
31) holds that a foreign corporation which 
qualifies to do business in Utah is subject 
to the state corporation franchise tax even 
though its activities are interstate in nature: 
“Whether or not the corporation qualifying 


under Utah law actually transacts such 
business is irrelevant. The tax is placed 
upon the franchise given by the state.” 


(Continued on page 574) 
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involuntary conversion, thereby not having 
to report gain where the livestock is re- 
placed the same year. 


Another amendment extends the coverage 
of Section 106 of the 1939 Code, acting “to 
limit the surtax to 30 per cent (a total tax 
of 33 per cent)” on amounts received from 
the United States on claims paid prior to 
January 1, 1950, which arose under some 
types of defense contracts. 


Finally, the 1954 Code is amended to per- 
mit, for taxable years beginning after De- 
cember 31, 1955, the amortization of the 
cost of acquiring, protecting, expanding, 
registering or defending trade-marks and 
trade-names over a period of not less than 
60 months. 


Public Law 628, the former H. R. 7247, 
provides that where a railroad corporation’s 
property is transferred solely for stock or 
securities in another railroad corporation, 
in connection with specified receivership or 
reorganization proceedings, no gain will be 
recognized. The new law also extends the 
cancellation-of-indebtedness provisions of 
Code Section 108(b) to years beginning 
before 1958. 


The final bill on which the President has 
taken action is H. R. 11714 (Public Law 
700). This new law extends to July 11, 
1958 the authority of the Secretary of the 
Treasury to permit emergency transfers of 
distilled spirits. Before the bill was sent to 
the President, the House agreed to a Senate 
amendment, made from the floor, which 
requires shareholders of regulated invest- 
ment companies, for years after 1956, to 
include in their income as long-term capital 
gains their shares of undistributed long- 
term capital gains as designated by the 
company. The shareholder would be deemed 
to have paid his share of the 25 per cent 
tax paid by the company on such gains, 
and these will be credited or refunded to 
him. The basis of his shares would be in- 
creased by 75 per cent of the amount of 
the undistributed long-term capital gains 
included in his long-term capital gains. 


On July 16, the President signed H. R. 
8636 (Public Law 723) which extends the 
existing suspension of metal scrap from 
import duties and taxes until June 30, 1957. 
Senate amendments to the original bill, 
were agreed to by the House. These 
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amendments would except tungsten scrap 
from the suspension, include nickel concen- 
trates and certain bookbindings and covers, 
and permit abatement of taxes on stolen spirits 
where proof of loss is indicated by a convic- 
tion in the case. 


The Congress 


Congress, which is aiming for a July ad- 
journment so as to give its members a short 
breather before engaging in the fall election 
campaign, has been vigorously attacking a 
mountain of accumulated legislation. <A 
number of tax bills have received the legis- 
lators’ attention. At press time, the status 
of pending legislation is as follows: 

Higher taxes, wider coverage, lower re- 
tirement ages for women and new liberal 
disability provisions may soon be an actuality 
under the Social Security Act if House 
conferees agree to the provisions of the 
Social Security amendments of 1956 as ap- 
proved on July 17 by legislators in the Senate. 
Floor amendments in the Senate restored 
most of the liberal provisions contained 
in the House bill, H. R. 7225, as passed by 
the junior body last year, but which were 
knocked out of the measure by the Senate 
Finance Committee. 


The tax rate increases will be one fourth 
of 1 per cent on employers and employees 
and three eighths of 1 per cent on the self- 
employed. The increases will become effec- 
tive January 1, 1957, on employers and em- 
ployees and at the start of taxable years 
beginning after December 31, 1956, on the 
self-employed. The purpose of the tax in- 
creases is to finance the new disability pro- 
visions of the bill. 


Social security coverage is extended by 
the bill to self-employed lawyers, dentists, 
veterinarians, maturopaths, chiropractors 
and optometrists. Self-employed doctors of 
medicine and osteopaths remain excluded 
from coverage. 


Farmers and farm partnerships are granted 
an option in reporting either their gross 
earnings or their net earnings for social 
security purposes, but in neither case may 
more than $1,200 be reported. 


Women workers, widows and wives of 
eligible workers may collect retirement 
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benefits at age 62, rather than age 65 as in 
the present law. While widows may collect 
full benefits, women workers and wives 
of eligible workers will have their benefits 
reduced until they reach age 65. The bill 
would also pay benefits to children, regard- 
less of age, who are permanently and 
totally disabled prior to their eighteenth 
birthday, if their disability has continued 
beyond age 18. Mothers of disabled chil- 
dren would also be eligible for benefits so 
long as the children are under their care. 


Totally and permanently disabled work- 
ers will be able to collect social security 
benefits at age 50. Their benefits would 
be the same as the primary insurance 
amounts computed for regular social se- 
curity benefits. 


Both the Senate and House have ap- 
proved H. R. 11995, which would apply 
the 1955 formula for taxing income of life 
insurance companies to taxable years be- 
ginning in 1956. The bill is now before 
the President. 


Senate-House conferees reached agree- 
ment on H. R. 5265, the bill that would 
exempt certain additional foreign travel 
from the transportation tax on persons. The 
bill would make tax-free trips which at one 
or more points are at least 225 miles from 
the nearest continental United States bound- 
ary. That part of the trip within United 
States boundaries would be taxed. Trips 
not extending beyond the 225-mile buffer 
zone would be fully taxable. 


Passed by the Senate with amendments 
and sent to conference is H. R. 7089, the 
bill which would place servicemen under 
social security. The tax contribution of 
the Armed Forces personnel would be cal- 
culated on their base pay. 


Passed by the House and sent to the 
Senate is H. R. 9424, which would amend 
Section 7 of the Clayton Act so as to re- 
quire corporations whose combined assets 
exceed $10 million to give notice and infor- 
mation to the Justice Department, and the 
appropriate commission or board, 90 days 
in advance of the transaction. The bill 
has aroused a controversial storm and is 
still in the Senate Committee on the Judiciary. 


The Senate Finance Committee has re- 
ported out two bills, H. R. 9083 and H. R. 
11947. The first, H. R. 9083, would extend 
to December 31, 1958, the cutoff date for 
the completion of grain-storage facilities 
to qualify for rapid tax amortization. As 
reported out by the committee, however, 
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the bill includes provisions extending to 
other areas of tax law. One area, wherein 
is sought a tax benefit for farmers, is that 
pertaining to the tax on the transportation 
of property. The provision would exempt 
the transfer of agricultural commodities 
(including livestock and poultry) from the 
farm to local processing or distributing 
plants from the tax, under both the 1939 
and 1954 Codes. Another area touched 
is that relating to net operating loss de- 
ductions. The proposed amendment would 
change the effective date of the 1954 Code 
with respect to such deductions for a year 
beginning in 1953 and 1954, so as to paral- 
lel the treatment accorded the computation 
of a net operating loss which arises in such 
year. A third proposed amendment pro- 
vides that Section 1234 of the 1954 Code 
(relating to options to buy or sell) is to 
apply only to options acquired after Febru- 
ary 28, 1954. A fourth proposal would ex- 
tend for one additional year the replace- 
ment period for LIFO inventories liquida- 
ted involuntarily during the period of 
shortages resulting from the Korean crisis. 


The second bill reported favorably by 
the Senate Finance Committee, H. R. 11947, 
would extend the Renegotiation Act of 
1951 to January 1, 1959. As discussed in 
this section last month, the minimum amount 
renegotiable would be increased from $500,000 
of sales to $1 million. 

This year will apparently see no changes 
made in excise taxation, even though drafts 
of an excise tax changes bill are now being 
considered by the House Ways and Means 
Committee and a bill is expected to be 
introduced before Congress adjourns. The 
bill will then be open for comments until 
the next session of Congress. In regard 


‘to such legislation, the House Ways and 


Means Committee has voted to continue 
and broaden the jurisdiction of the Forand 
Subcommittee on Excise Tax Technical and 
Administrative Problems. Included in the 
new jurisdiction will be the consideration 
of changes in excise tax rates. 


AFL-CIO President Meany urges tax 
cut.— Majority and minority leaders of both 
Houses of Congress, as well as the mem- 
bers of the House Ways and Means Com- 
mittee, may have been thunderstruck by 
a recent letter sent to them by labor leader 
George Meany, president of the AFL-CIO. 
Mr. Meany proposed a tax cut for business. 
Specifically, the labor leader proposed the 
shifting of five percentage points from the 
normal corporate rate to the surtax rate as 
an aid to small business. He also proposed 
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tax relief to low- and middle-income indi- 
viduals. Excerpts from his letter follow: 


“In addition, we recommend that tax 
relief be granted to small corporations. 


“The Revenue Act of 1954 reduced the 
tax on wealthy holders of corporation stock 
and big corporations. The time for tax 
relief to low- and middle-income individuals 
and small corporations is now therefore long 
overdue. 


“I, therefore, recommend that the Con- 
gress give immediate consideration to either 
increasing exemptions by $100 or reducing 
the tax upon the first $1,000 of taxable in- 
come from the present rate of 20% to 15%. 
I also recommend shifting five percentage 
points from the normal corporate rate to 
the surtax rate. 

“The combination of these suggested tax 
cuts would cost about $3 billion. They 
would not only restore equity and balance 
to the tax structure, but also act as an 
insurance and guarantee against possible 
further declines in the economy. 


“A tax cut now would help to strengthen 
consumer incomes, increase consumer ex- 
penditures and therefore stimulate the entire 
economy. Over a period of a year’s time, 
the current loss in revenue would be made 
up by a growing and expanding volume of 
goods and services produced and sold. 


“If a tax cut to restore equity and bal- 
ance in the economy was possible in 1954, 
when there was a deficit of about $3 billion, 
it is all the more possible today, when we 
have a $5 billion cash surplus.” 


Dangers of rapid write-off program made 
public.—Is the tax-amortization program 
getting out of hand? A recent memo- 
randum by the staff of the Joint Committee 
on the Economic Report calls for a reap- 
praisal of the justification of continuing the 
program. The memorandum was released 
for publication by Senator Paul H. Douglas, 
chairman of the joint committee. 


In a letter of transmittal, Grower W. 
Ensley, executive director of the joint com- 
mittee, notes: “There has been a sharp rise 
during the past six months in issuance of 
certificates of necessity, authorizing five- 
year tax amortization of ‘emergency facili- 
ties’. The program was initiated in 1950, 
following the outbreak of aggression in 
Korea. Its purpose was to encourage a 
rapid expansion of productive facilities re- 
quired for national defense by private rather 
than public funds. 


“Continuation of the special amortization 
program may have significantly adverse 
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effects on balanced growth of the economy 
and efficient use of resources. The benefits 
of special amortization invest the recipient 
with relatively greater command over avail- 
able resources than companies not so 
favored. Because of the discretionary con- 
trol over the distribution of the benefits, 
the usual market tests for assuring maxi- 
mum effectiveness in use of resources may 
be, in part, avoided. 


“Other factors suggesting the need for 
reappraising the justification of continuing 
the program under the present circum- 
stances are: 


“(1) Since the inception of this program 
in November 1950, 20,916 certificates of 
necessity have been issued covering private 
capital outlays totalling $36.3 billion. Of 
this amount, $21.3 billion, or 58.6 percent, 
has been certified for tax write-off over five 
years instead of over the ordinary useful 
lives of the facilities. 


“During the first quarter of 1956, certifi- 
cates for $2 billion of proposed investment 
were issued, the highest quarterly rate since 
the second quarter of 1952. Of this amount, 
$1.4 billion, or 70 percent, was certified for 
five-year write-off. This is the highest 
quarterly certification percentage since No- 
vember-December of 1950. 


“Over the full period since the inception 
of the special amortization program, certifi- 
cations have been concentrated in primary 
metal manufacturing, power utilities, rail- 
road transportation, chemicals and _ allied 
products, and petroleum and coal products. 
Over one-third of the $2 billion invest- 
ment covered by certificates issued in the 
first quarter of 1956 were in electric power 
facilities; 29 percent were in railroad trans- 
portation facilities; 25 percent were in oil 
and gas refining, storage, and transporting 
facilities. 


“(2) Taxpayers receiving certificates of 
necessity may obtain substantial financial 
benefits not generally available to others 
engaged in the same kinds of economic 
activity and using non-certified facilities. 


Since the allocation of these benefits is 
highly selective and dependent on the action 
of the certifying authority, continued ex- 
pansion of the program may have serious 
consequences for the fairness of tax bur- 
den distribution. 


“(3) Continuation of the special amor- 
tization program at first quarter 1956 levels 
may involve a substantial revenue loss to 
the Federal Government. As of mid-1955, 
the Treasury Department estimated the cost 
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of the amortization program in fiscal 1956 
at $880 million. In view of the sharp in- 
crease in certification since that date, esti- 
mates for subsequent years must be revised 
upwards by a significant amount.” 


The committee staff report, in comment- 
ing on the economic implications of con- 
tinuing the special amortization program in 
a peacetime economy had the following to 
say: 

“Perhaps the most serious implication of 
the special amortization program is the 
control over the allocation and use of re- 
sources which the program invests in the 
certifying authority. The authority of the 
Office of Defense Mobilization to establish 
expansion goals for industrial capacity and 
to extend substantial tax privileges on a 
selective basis as a means of meeting these 
goals serves to replace, at least in part, the 
impersonal operation of the free market 
system. A fundamental question, therefore, 
concerns the ability of a government agency 
to affect the course of development of the 
entire economy through its authority to 
determine expansion goals. Moreover, com- 
panies obtaining special amortization al- 
lowances secure thereby relatively greater 
control over available resources at the ex- 
pense of other companies not so privileged. 
In issuing certificates of necessity which 
confer this privilege, however, there is no 
way in which the certifying authority can be 
sure that the recipient company will use 
the additional resources it acquires as effi- 
ciently as other companies. This substitu- 
tion of Government agency authority for 
impersonal market tests for the allocation 
of resources, therefore, involves a consider- 
able danger of reduced efficiency in the 
economy’s operation. 


“The recent acceleration of the special 
amortization program, with its emphasis 
on electric utility, railroad, air transport, 
and oil and gas facilities brings another 
aspect of this situation into sharp focus. 
There is widespread agreement with respect 
to the desirability of expansion of the 
economy’s basic industrial resources. It has 
recently been emphasized, however, that it 
is necessary to avoid imbalances in the 
process of economic growth lest the result- 
ing instability bring the growth process to 
a halt. Public policy which promotes the 
expansion of one kind of industrial activity 
at the expense of others necessarily in- 
volves ‘a value judgment with respect to 
the type of economic activity most essen- 
tial to the process of economic growth. We 
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must be keenly sensitive to the weight of 
responsibility we assume if such decisions, 
which traditionally we are inclined to leave 
to the mechanism of the price system in 
the market, are made. Errors in making 
these value judgments may prove very 
costly in terms of the efficiency with which 
scarce economic resources are used and 
therefore in terms of the growth in living 
standards and productive capacity of which 
the economy jis capable’. (‘Federal Tax 
Policy for Economic Growth and Stability,’ 
Report of the Joint Committee on the Eco- 
nomic Report, Senate Report No. 1310, 
Eighty-fourth Congress, Second Session.)” 


Arthur S. Fleming, director of the Office 
of Defense Mobilization, paints a slightly 
different picture of the current high rate 
of certification. He states, in a letter ad- 
dressed to Mr. Ensley that was attached 
to the released report of the joint com- 
mittee’s staff: “In general explanation of the 
recent increase in the number and value of 
certificates issued, as evidenced by the re- 
ports covering the fourth quarter of 1955 
and the first quarter of 1956, it should be 
noted that certificates issued under three 
expansion goals, those covering aircraft, 
freight cars and electric power, constituted 
the majority of the totals for those quarters. 
A backlog of applications which had been 
held pending decisions as to when to close 
those goals, was certified when those deci- 
sions were made. The three goals in ques- 
tion have now been filled by pending ap- 
plications. 


“The planes, freight cars and power gen- 
erating stations which have recently been 
certified will contribute substantially to 
mobilization readiness. The remaining open 
goals, of which there are now thirty as 
compared with 220 in 1953, cover mainly 
Department of Defense and Atomic Energy 
Commission procurement requirements, Re- 
search and Development in the guided 
missile field and certain strategic materials. 
During the period beginning January 1, 
1956, the number of new applications has 
been appreciably reduced and now averages 
around fifteen a week. The level of certifi- 
cation will decline correspondingly. 


“The recent increases in percentages 
certified have been due to the types of 
facilities still needed for defense, rather 
than to an increase in the percentage al- 
lowed for a given industry or product. 
The percentage of certification for aircraft 
is high, but the net advantage is reduced 
by the fact that normal depreciation is very 
rapid.” 
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Acq. and Non-acqa. 


April 15 v. March 15 


Dear Sir: 


The excerpt which you published con- 
cerning “April 15 Tax Return Deadline 
Unfair to Taxmen” (June Taxes, page 402) 
is most disconcerting to many of us and is 
definitely not in accordance with the facts. 

The American Institute of Accountants, 
representing in general the practicing certi- 
fied public accountants of the United States, 
has long been an advocate of the April 15 
filing date. Recently, the institute circu- 
larized the membership, requesting a vote on 
whether a return to the March 15 filing date 
was desirable. The vote was overwhelmingly 
in favor of the April 15 filing date and 
against the return to March 15. 

I am inclined to believe the case which 
you published is an isolated instance and 
is not representative of the majority. 


With the complexities of return prepara- 
tion engendered by the Internal Revenue 
Act of 1954 and the confusing interpretative 
court decisions continuously being thrust 
at the practitioners, it is apparent that a 
gross injustice to the people of the United 


States would be done in restoring the due 
date as March 15. 


It is preposterous to think that anyone 
in his right mind could entertain the thought 
that what takes us 3% months now could 
be squeezed back into 2% months. 

Return preparation is not so simple as 
it used to be a few years ago, and more and 
more taxpayers are seeking professional 
assistance in the assembling of their forms 
and advice with respect to same. These 
taxpayers are entitled to careful considera- 
tion of their problems. This all takes time, 
and we must face the issue of adequate 
time within which to resolve such problems. 


I am sure that those of us with large tax 
practices will confirm the observation that 
meeting the March 15 deadline was sheer 
physical exhaustion. I, for one, have felt 
immeasureably better physically with the 
April 15 filing date. 

This matter of the April 15 filing date is 
so keen and so vital with most of us that 
I will be in there pitching and full of fight 
to oppose any effort to restore the due date 
as March 15. 

Emme R. Jarprne, CPA 
STocKToN, CALIFORNIA 
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Virginia.—Chapter 69, Laws of 1956, re- 
pealed the contingent income tax credit 
provisions of the law and provided an 
accelerated payment program for state 
taxes on public-service corporations and 
on individual and fiduciary incomes. Ac- 
cording to a memorandum from the depart- 
ment of taxation, individuals and fiduciaries 
will pay their taxes on 1956 income on May 
1, 1957, at the time of filing of their re- 
turns rather than on December 5, as was 
formerly required; public-service corpora- 


574 


August, 1956 °@ 


tions will pay their state taxes on June 1, 
1957, instead of on October 1. Beginning 
in 1957, public-service corporations will file 
their annual reports on April 15 rather than 
on May 1, as was formerly provided. 

Every soft-drink bottler who leases, rents 
or otherwise furnishes vending machines to 
customers for use in selling soft drinks at 
retail or who himself sells soft drinks at 
retail through use of such machines will 
be liable for the retail merchant's license 
tax (Chapter 524, Laws of 1956). 
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LOSS CORPORATIONS AND CARRY-OVERS— 


Continued from page 491 


in the glove business. On June 14, 1943, 
all of its stock was sold to new interests 
which changed its name on June 15 to 
Alprosa Watch Company, and on June 16 sold 
all the old corporate assets—which consti- 
tuted the glove business—back to the sel- 
lers of the stock. The corporation then 
proceeded to do a watch business. The 
loss of the glove business was allowed to 
the new interests conducting a watch busi- 
ness. Nevertheless, no one can predict with 
certainty what the courts would do if 
they should be faced with situations in- 
volving the utilization of a corporation 
with a large loss carry-over and no business 
or assets whatsoever—that is, a shell pure 
and simple.™ If such a case should be 
decided favorably to the government, we 
might have an opening wedge which would 
pose a threat to taxpayers in many less 
vulnerable situations. 


To sum up, there seems to be no one 
clear-cut line of policy under the Code. 


City Tax Calendar . 


September 15—Arizona: Phoenix business 
privilege tax reports and payment due. 
Colorado: Denver sales tax reports and 
payment due. Ohio: Columbus estimated 
corporate income tax third installment 
due; Columbus estimated personal in- 
come tax third installment due; Youngs- 
town estimated corporate income tax 
third installment due; Youngstown esti- 
mated personal income tax third install- 
ment due. Pennsylvania: Erie employer 
withholding tax reports and payment 
due; Erie personal income tax third in- 
stallment due; Erie School District in- 
come tax third installment due; Pittsburgh 
estimated income tax third installment 
due; Scranton School District estimated 
income tax third installment due. Wash- 
ington: Seattle occupation tax reports and 
payment due; Tacoma occupation tax re- 
ports and payment due. 


2% See Great American Industries, Inc., cited 
at footnote 26: 

“Respondent .. . also argues. . . petitioner 
was ‘essentially an empty corporate shell’ and 
that under Ward M. Canaday, Inc., [CCH Dec. 
8291] 29 B. T. A. 355, affirmed (C. A. 3) [351 


Loss Corporations 


What we have are several different sections 
and principles which lay down different 
tests and impose different penalties. Sec- 
tion 382(a) deals with stock purchases and 
change of business, and requires a 50-per- 
centage-point change in stock ownership. 
Section 382(b) deals with reorganizations 
and requires a 20 per cent continuing in- 
terest. Section 269 requires a purpose to 
avoid federal income taxes plus the acquisi- ~ 
tion of at least 50 per cent of the stock by 
votes or value. Apart from specific sec- 
tions, we have a possible attack based on 
general grounds of tax policy. The appli- 
cable penalties range from a complete loss 
of the carry-over under Section 382(a) to 
a percentage reduction under Section 382 
(b) to administrative discretion under Sec- 
tion 269 and to unknown results under the 
general principles of tax common law. 


Truly this is a field requiring careful 
study and one in which possibly only the 
brave and the bold can flourish. [The End] 


September 20—Louisiana: Baton Rouge 
sales and use tax reports and payment 
due; New Orleans sales and use tax 
reports and payment due. New York: 
New York City sales and use tax reports 
and payment due. 


September 25—New York: New York City 
conduit company tax reports and pay- 
ment due; New York City public utility 
excise tax reports and payment due. 


September 30—Ohio: Cincinnati employer 
withholding tax reports and payment 
due; Dayton employer withholding tax 
reports and payment—if more than $100 
—due; Toledo estimated corporate in- 
come tax third installment due; Toledo 
estimated personal income tax third in- 
stallment due. Pennsylvania: Erie School 
District employer withholding tax reports 
and payment due. 


ustc 9184] 76 Fed. (2d) 278, certiorari denied 
296 U. S. 612, and Kent Oil Co., [CCH Dec. 
10,421] 38 B. T. A. 528, ‘an empty corporate 
shell later revived by new stockholders and a 
new kind of business cannot be used as a shield 
against tax liabilities otherwise due’.”’ 
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State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ALABAMA: September 15—Corporate and 
fiduciary income tax third installment due.— 
Estimated personal income tax third in- 
stallment due.—Personal income tax third 
installment due. 


ARIZONA: September 1—Property re- 
ports from private car companies due 
(last day). September 30—Annual re- 
ports and registration fees from corpora- 
tions due. 


CALIFORNIA: September 15—Bank and 
corporation franchise tax second install- 
ment due.—Corporate income tax second 
installment due. 


DISTRICT OF COLUMBIA: September 
30—Property tax semiannual installment 
due (last day). 

GEORGIA: September 15—Corporate in- 
come tax third installment due.—Personal 
income tax third installment due. 


IDAHO: September 1—Franchise license 
tax statements and payment due (last 
day). September 15—Corporate income 
tax second installment due——Personal in- 
come tax second installment due. 


ILLINOIS: September 1—Property tax 
of private car lines semiannual install- 
ment due.—Real property tax semiannual 
installment due. 


IOWA: September 1—Property tax second 
installment due. 


MAINE: September 1—Franchise tax of 


domestic corporations due. 


MARYLAND: September 15—Estimated 
income tax third installment due. 


MINNESOTA: September 15—Corporate 


income tax second installment due. 


MISSISSIPPI: September 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


NEBRASKA: September 1—Real prop- 


erty tax second installment due. 


NORTH CAROLINA: September 15— 
Corporate income tax third installment 
due.—Personal income tax third install- 
ment due. 


OHIO: September 20—Tangible and in- 
tangible personal property tax semiannual 
installment due.—Tangible personal prop- 
erty tax from intercounty corporations 
due. 


OKLAHOMA: September 15—Corporate 
income tax third installment due.—Per- 
sonal income tax third installment due. 


SOUTH CAROLINA: September 15— 
Corporate income tax third installment 
due.—Personal income tax third install- 
ment due.—Property tax installment due. 


UTAH: September 15—Excise (income) 
tax third installment due. 


VERMONT: September 15—Personal in- 
come tax third installment due.—Property 
reports from railroads due. 


NEW SUBCOMMITTEE ON INTERNAL REVENUE TAXATION 


The Ways and Means Committee 
has created a new subcommittee to 
investigate the administration of the 
internal revenue laws in regard to 
policy, technical adequacy, and related 
matters. Jere Cooper (Tennessee), 
chairman of the Ways and Means 
Committee, will be a member of the 


August, 


1956 °@ 


subcommittee ex officio. Other mem- 
bers are as follows: Wilbur D. Mills 
(Arkansas), chairman; Noble J, Greg- 
ory (Kentucky); Thomas J. O’Brien 
(Illinois) ; Frank Ikard (Texas) ; Rich- 
ard M. Simpson (Pennsylvania) ; Rob- 
ert W. Kean (New Jersey) ; Howard 
H. Baker (Tennessee). 
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Federal Tax Calendar 


September 17 
(September 15 is a Saturday) 

Due date of declarations of estimated tax 
of corporations with tax liabilities in 
excess of $100,000, and payment of 10 
per cent of such estimated tax, where 
filing requirements are met before Sep- 
tember 1, 1956. (Code Sections 6016 
and 6154.) Form 1120-ES. 

Payment of third quarter of the, 1956 
estimated tax by individuals or second 
third of the estimated tax; if declaration 
filed for first time, one half due. (Code 
Section 6143.) Form 1040-ES. 


Due date of deposit by employer with a 
federal reserve bank or authorized de- 
positary of the amounts of (1) income 
tax withheld from wages, (2) em- 
ployees’ tax deducted under Section 
3102 and (3) employer’s tax under Sec- 
tion 3111 where, during the preceding 
month, the aggregate of such amounts 
exceeded $100. If an employer pays 
wages to agricultural labor subject to 
taxes under (2) and (3) above, he will 
make a separate computation for this 
group to determine whether the $100 
minimum has been exceeded. (Regu- 
lations 120, Section 406.606.) Form 450 
(depository receipt). 


Due date, by general extension, of returns 
for the fiscal year ended March 31, in 
the case of (1) foreign’ partnerships; 
(2) foreign corporations which maintain 
offices or places of business in the 
United States; (3) domestic corpora 
tions which transact their business and 
keep their records and books of ac- 
counts abroad; (4) domestic corpora- 
tions whose principal income is from 
sources within the possessions of the 
United States; and (5) American citi- 

residing or traveling abroad, in 

cluding persons in the military or naval 
service on duty outside the United States 


zens 


(Code Sections 6081 and 6151; Regu- 
lations 118, Section 39.53-3(a).) Forms: 
(1) Form 1065; (2)-(4) Form 1120; (5) 
Form 1040. } 


Monthly information returns of stdck- 
holders and of officers and directors of 
foreign personal holding companies due 
for August. (Code Section 6035.) Form 
957. ; 


} 


Due date for delivery to local director of 
internal revenue, by stamp depositaries 
of the United States, of requisition for 
all stamps purchased during the pre- 
ceding month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for pro- 
ceeds of sales of stamps during 
preceding month. (Regulations 71, Sec- 
tion 113.142.) 


sold 


October 1 
(September 30 is a Sunday) 


Due date for deposit of the following 
excise taxes for August to the Federal 
Reserve Bank or an authorized deposi- 
tary, if such taxes reportable for Au- 
gust exceeded $100: taxes on safe deposit 
boxes; transportation of oil by pipeline; 
telephone, telegraph, radio and cable 

and transportation 

of persons; admissions, dues and initi- 


messages services; 
ation fees; gasoline, lubricating oils and 


matches; sales by manufacturers, in- 
cluding sales of pistols and revolvers; 
processing of certain oils; sales by the 
retailer; manufacture of sugar; trans- 
of property; and diesel fuel. 
(Regulations 477.4.) Form 537 (deposi- 


tary receipt). 


portation 


ast day for farmers to file claim for re- 
fund of excise tax on gasoline used on 
their farms for farming purposes. (Code 


Section 6420.) Form 2240 
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